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Kaliningrad
Enclaves and Economic Integration

Evgeny Vinokurov

Abstract

When the Soviet Union broke up, Kaliningradddenly found itself separated from mainland
Russia by new frontiers. Hardly any other Russegion has been hit as hard by the economic
disruption as Kaliningrad. The geographical &fton of the region meant that it was more
highly exposed to the destabilising effectspost-communist economic transformation. Since
then, a dramatic trade opening has occurrad,ragional trade and guiuction have undergone
profound changes. Kaliningrad has experieneednajor shift in its economic orientation
towards the tertiary sector and a new iridabk orientation based on its position as an
intermediary in EU-Russian trade. In short, that is what this report is about: the present and
future economic development of this Russi@mclave during its integration into the world
economy, its place in the international division of labour and in the Russian—EU economic
interface.

The major phenomenon relative to the economic ldgwneent of the region is its enclave status.

The report explores the specific features of enclave economies and specifically those of
Kaliningrad. It argues that economic openness is a prerequisite for an enclave’s prosperity and
the enclave should develop a multi-vectored raegon towards both the Russian market and

the EU market, complementing industrialesfalisation targeting the mainland with new
features. Moreover, as economic integration — with the surrounding state or on a non-
discriminatory basis with the rest of the wb# has significant positive effects on enclaves, the
future of Kaliningrad’s regional economy and gpecialisation is profoundly connected to
Russian—EU relations and the prospects for their economic cooperation.

Evgeny Vinokurov is a Senior Analyst, Strategy and Research Department, Eurasian Development
Bank, Almaty, Kazakhstan.
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Introduction: Kaliningrad in the conditions of enclavity

When the Soviet Union broke up, Kaliningradddenly found itself sepated from mainland
Russia by new frontiers. Hardly any other Russ&gion has been hit as hard by the economic
disruption as Kaliningrad. The geographical a&iton of the region meant that it was more
highly exposed to the destabilising effects of post-communist economic transformation.
Traditional economic links were broken, and teeel of industrial decline reached 70% in
1991-98. The region fought for its economic survival. However imperfect, the special economic
zone (SEZ) established in 1991 and legally arethan 1996, was a lifesaver. Since then, a
dramatic trade opening has occurred, angioreal trade and production have undergone
profound changes. In short, that is what tt@port is about: the present and future economic
development of this Russian exclave during itegmation into the world economy, its place in
the international division of labound in the Russian—-EU economic interface.

A specific feature of exclaves is that the amoainattention they draw is often much greater

than their size and population might otherwiseetee. This disproportionality exists for two
reasons. First, exclaves create a number of specific problems for both their own state and the
states that surround them. Exaavare politically and economicaligconvenient, since they
obtrusively counter the very idea of a contigunagon-state. Second, the problems of exclaves,
notably in economic life, are more difficult t@solve than are those of ‘normal’ regions.
Kaliningrad is in many respects a typical representative of its class of spatial objects. This
region, with a population of less than a millieabitants, attracted much attention from Russia
and the EU in 2002 and 2003. The two sides had to focus on the problem transit to and from
Kaliningrad as a new wave of EU enlargememwdcloser. The heat subsided after a solution
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was found and implemented, but each side has recognised the unique nature of the detached
Russian region. Both Russia and the EU haveralsognised the need deal with the political
and economic problems posed by the existence of the erclave.

The issue of Kaliningrad's economic developmesmains important not only for the region
itself — it also concerns the Russian econony policy-making on the whole, as well as the EU
and its relations with Russia more generalljne decisions on passenger transit through
Lithuania reached and implemented in 2002-03 represent just a fraction of the problem of
exclave—mainland communication. The latter, intits, is just one piece in the puzzle of the
exclave’s economic development. Kaliniadis economic and fitcal conversion is
unfinished. The transition is complicated by tdwnditions of enclavity and exclavity and by a
number of external economic and political Iidrages to which the region has to adjust.
Although the greatest crises of the 1990s have been overcome, the exclave-specific problems
persist. Despite seven years of continugrsnth (1999-2005), the economic development of
Kaliningrad is still subject to debate.

How should Kaliningrad’'s economy evolve? Somiethe most fundamental changes have
occurred recently. The meaning of the EU'saeglement has been unique for Kaliningrad, as it
has transformed the region into a semi-enclaivthe European Union. Even more important,
Kaliningrad's dependence on the customs prjéke provided by the SEZ regime is notorious.

As the SEZ regime experiences profound chantfes,question of the sustainability of the
region’s conversion pops up once again. Hesv Law on the Special Economic Zone in
Kaliningrad, adopted in January 2006, has the potential to bring about significant change to the
economic orientation of theblast’ The next decade will see further reforms and developments
that are likely to have a sizeable impact on Kaliningrad. One of them will be Russia’s accession
to the World Trade Organisation (WTO). Othaermy stem from advances in EU-Russian
relations, particularly the establishment of the Russia—EU Common Economic Space (CES).

EU—-Russian relations are particularly impattdor Kaliningrad. The issues related to ties
between the EU and Russia, such as the CESharefore treated in the text as well. In 2002,
when Kaliningrad found itself at the forefroat EU-Russian negotiations, both the EU and
Russia recognised the unique nature of the iajiiad region, the existence of its special
problems and the necessity to apply a spegmiroach towards solving them. Until now,
however, the main efforts have focused ankling visa regime issues. A number of more
substantial and complicated problems thatvpnt the authorities from forming the proper
conditions for foreign investmemnd cross-border trade in the Kaliningrad region, which will

! An enclave is a part of the territory of a state thanclosed within the territory of another state. This
term is commonly used so it is possible to question whether the term ‘exclave’ is necessary at all.
Nevertheless, it is useful for several reasons, whiclderify in the report. One of them is that there are
regions that represent ‘mere exclaves'. Mere exclavesregions that, while being isolated from their
mainland, are surrounded by more tloare state. Thus, they are not ewels in relation to other states

but merely exclaves in relation to the mainlafithe enclave-specific pridms stemming from being
surrounded by a single state candmking in such cases (although not necessarily) but the exclave issues
caused by isolation from the respective mainland remailniKgrad is an interesting case in this respect.
Because of the specific nature tok EU, Kaliningrad can be technically described as a mere exclave
since it borders two states, Poland and Lithuaniath®rother hand, both states are members of the EU,

S0 it is quite possible to say that Kaliningrad is a semsiave of the EU. This view is reinforced by the

fact that the enclave-specific issues concerning the movement of goods and people lie within the
competence of the EU. More on definitions and typologies can be found in section 1.1 and Annex II.

2 Here and elsewhere in the text Kaliningrad igduso refer to the Kaliningrad region. The terms
‘Kaliningrad region’ and ‘Kaliningradoblast are used intermittently as well. References made
specifically to the city of Kaliningrad are identifi@s such, unless they unambiguously follow from the
context.
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determine the competitiveness of local enterprisethe regional, Russian and foreign markets,
are still to be resolved.

Since Kaliningrad’s population is less than a milli the region has a limited domestic market,
which does not allow most local industries rttake the kinds of savings available in an
economy of scale. Nor does the region possess a suffi@source base. The limits of the local
market and resource base create a siifi asymmetry between domestic production and
consumption, similar to what happens inafinstates (Armstrong & Read, 1998). For a small
non-contiguous region like Kaliningrad, foreign economic connections with neighbouring
countries are vital in terms of economic functiani A favourable trade regime can become the
determinant of successful economic developmeémternal factors acquire an exceptionally
high importance. Trade plays a vital role irtlsuan economy, since it supports the functioning
of the economic system more generally. Fore¢igde, as well as trade with Russian regions on
the mainland, plays an extremely important rialéhe Kaliningrad economy too. Nevertheless,
as an integral part of the Russian Federation, the Kaliningrkgt maintains close economic
ties with mainland Russia. These ties have teceaven stronger at the beginning of th& 21
century owing to the strong rise of import substitution as well as Russian state and private
investments in the region. The other side & tioin is that exogenous processes, such as EU
enlargement or Russia’'s WTO accession, camstate into economic shocks and have a
sizeable impact on this small and vulnerable economy.

The specific nature of the Kaliningrad regioquées original and innovative approaches to the
problems of regional economic spaisation. The factors that tiemine the region’s economic
and political environment only partially coincidéth those of other Russian regions. Nor do
they coincide with those of the adjacent countries and regions.

The major phenomenon relative to the economic development of the region is its
enclave/exclave status. This feature is evidgven the geographical position of Kaliningrad.

On the one hand, it is a Russiexclave, separated from the mainland by several hundred
kilometres of foreign territory and multiple borders. On the other hand, it is a semi-enclave of
the enlarged EU. A number of specific problems are intrinsically connected to the region’s
enclave and exclave status.

The first of these is exclave costs. The region’s exclavity increases transaction costs for the
regional economy in terms of losses and additiempenses. Direct exclave costs largely come
from additional expenses in transit. There are also indirect exclave costs, which are much harder
to measure.

The second is an exclave-specific vulnerability. Katinad is exposed to the impact of shocks
and other exogenous processes to a largeredetiran a ‘typical’ region on the mainland.
Examples include the 1998 Russian financial crisis, EU enlargement and Russia's WTO
accession.

Third, current development is largely basedttom 1996 version of the SEZ regime, that is, on
the customs privileges for theblast It became clear, howevethat this federal economic
policy was unsustainable in the long run. A new legal framework in the form of a new federal
law on the SEZ of Kaliningrad was adopted in January 2006. According to the law, the customs
privileges are to be replaced with tax incentives large investors. As the law envisages a
transition period of 10 years, within which tloéd regime will remain in force, the major
threshold will be around 2015 or 2016. It means the inevitable shake-up of the regional
economy. It will lead to what is labelled the report as the ‘2016 problem’. Moreover, since
Russia is likely to enter the WTO in 2007 gettransition period according to the accession
protocol will probably end around the mid-281@s well. Of course, both processes of
adaptation, to WTO membership and to the new SEZ regime, will be continuous and will spread
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over a decade. Nevertheless, referring to 2018naapproximate threshold for Kaliningrad's
adaptation to the new externabaomic framework seems suitable.

There is also a problem of double peripheralidpuble peripherality i natural consequence

of an enclave’s geographical location relativaite economic geography of both the mainland
and the surrounding state. Kaliningrad is rightly identified as having the characteristic of
‘double periphery’ (Joenniemi, Dewar & Fairli2000) or ‘overlapping periphery’ (Emerson et
al., 2001, pp. 31-32) in relation to Russia amdhe EU. Besides its peripherality to mainland
Russia (a distance of 1,000 km to the heavghteiCentral region), it is also located on the
periphery of the European Union. The imnadineighbours of the region are underdeveloped
and suffer from acute economic problemse Marminsko—Mazurskie Voivodship of Poland,

on Kaliningrad's southern border, is tHeast-developed region in Poland with 20%
unemployment. In addition, the developed areas of Lithuania (centring in Vilnius and Kaunas)
are distant from the Kaliningrad border.

Finally, in a wider context, the Kaliningrad regi being part of the Russian Federation, finds
itself between Russia and the EU. As such adiflastis vulnerable to changes in the economic
environment on two fronts. On the one hand, EU enlargement and changes in Russian—EU
relations play an enormous role in the econoamd political life of the region. On the other

hand, Russia’s striving for integration into tlverld economy, illustrated by such examples as
WTO accession, is extremely important. These processes could represent serious dangers to
Kaliningrad’s regional economy. At theame time, they might provide tloblast with new
opportunities for economic development. The issti&aliningrad’s specialisation has to be
viewed in the framework of Russidigtegration into the world economy.

The leading questions this report attempts answer and the corresponding research
methodology used are as follows:

1)  What is the relation between the enclave’'ste@nd its benefits? Under what conditions
can the positive aspects of the special status an encl@wes evutweigh the costs? In
other words, under what conditions and howtipossible to make enclave status an
advantage rather than a disadvantage? A ntlagmretical tool used here is the economic
theory of enclaves (employing the mainland—enclave—surrounding state triangle as a
conceptual framework, enclaves’ economic features, case studies, correlations of
economic regimes, developmentd integration). Within the framework of the mainland-—
enclave—surrounding state triangle, welgge the opposition of the negative enclave-
specific factors (disruption, transaction costs and vulnerability) and the opportunities
arising from economic gravity forces (mark@bximity). Subsequently, bench-marking
for Kaliningrad is presented. Then we wséypology of the competitive aspects of the
region to arrive at an optimal developmestitategy in terms of generic and specific
resources and assets.

2) What are the structural characteristiod Kaliningrad’'s economy? How did its
specialisation develop over 15 years of tithms? A comprehensive statistical inventory
and a macro- and microeconomic analysiscofmparative, competitive and territorial
factors underlying the region’s present and potential specialisation serve as tools to
answer these questions. The analysis includesuse of Lafay’s index of international
specialisation and the Lloyd-Grubel index for intra-industry trade, as well as the
measurement of factor productivity.

3) What is an optimal development strategy Kaliningrad in light of its enclave/exclave
status, comparative/competitive advantageseot economic activities and the impact of
exogenous actors and processes? This is theatguestion of the report. To arrive at a
complex answer, a synthesis of the findings on the issues of enclaves, the structural
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characteristics of regional specialisatiamd the impact of exogenous actors and
processes is provided.

4) Is such a strategy possible in the contexEbFRussian relations? Does the actual state
of relations make it possible or does it dexhahe further development of EU-Russian
integration? To answer these questions vieheavily on the conceptual framework and
benchmarking based on the theory of enetavFindings related to responses to the
previous questions provide necagsinput for this purpose.

Literature on Kaliningrad has mushroomed @tant years. Nevertheless, there are numerous
gaps, in particular on economic issues (since political issues have attracted more attention). A
very short introduction to the existing literatuseprovided at this point. Further reviews are
given as the argument unfolds, e.g. on enclavehapter 1, on comparative and competitive
advantages as well as on the SEZ in chaptemd, an regional development strategies in
chapter 5.

Discussion of the issues related to the econdutigre of the Kaliningrad region commenced
simultaneously with the region emerging as anarel The discourse greatly intensified at the
end of the 1990s and the beginning of the 20BAsm the Russian side we note publications by
Fedorov as well as Klemeshev (e.g. Khlopeckiy & Fedorov, 2000; Klemeshev, Kozlov &
Fedorov, 2002; Klemeshev & Fedorov, 20@areev, Zhdanov & Fedorov, 2005), Bilchak
(Bilchak, Samson & Fedorov, 2000), Smormkaya (2001a and 2001b; Smorodinskaya &
Zhukov, 2003), Ignatyev (e.g. Medvedev gnhtyev, 2005), Usanov (e.g. 2005) and Zhdanov
(2005). On the EU side, it is necessary tantioe the publication®f Baxendale, Dewar &
Gowan (2000), Joenniemi, Dewar & Fairli2Z0Q0), Fairlie & Sergounin (2001), the Kiel Ad-
hoc Group of International Experts on Kafigrad (2002) and Birckenbach & Wellmann
(2003). Most of the publications by Europeanhaus focus on the political side of the process
and mainly discuss political aspects of the visamegitransport issues and transit problems, as
well as issues of raw materials and energy supb contribution in the quantification of the
economic discussion was provided by research under the leadership of Samson (Bilchak,
Samson & Fedorov, 2000; Samson, 2000a20@Db; TACIS, 2002a; Lamande & Vinokurov,
2003; Samson, Lamande & Vinokurov, 2004).

Despite the proliferation of papers on Kaliningrad, literature on the impact of external actors,
processes and shocks on the Kaliningrad economy is scarce. Along with other papers published
by the author (Vinokurov, 2003a, 2004b and 2004c), those by Liuhto (2005) and TACIS (2000a
and 2000b) are notable. Also, the authors of a series of bulletins published by the EU-Russian
cooperation programme in 2003—-05 have contribtretthe understanding of the impact of the

EU’s enlargement and WTO accession on Ka{inad’'s production and trade patterns.

The report has the following outline. Chapter ldevoted to the economics of enclaves and
exclaves. It contains a condaeal framework and a discussion @fclaves’ economic features.

The output of the chapter is a set of qualitative benchmarks for Kaliningrad. Chapter 2 provides
an extended analysis of the structural chareties of economic transition in the Kaliningrad
region from 1991 onwards. Matters concerning tross regional product (GRP) structure,
including the shadow economy, structural shifts and industrial transformation, are considered.
Trade issues, entailing both foreign trade and trade with the Russian mainland, are given close
attention in chapter 3. Chapter 4 proceedsfdnusing on the comparative and competitive
advantages of the region from both macro- amdroeconomic vantage points. Indicators of
comparative advantages and intra-industry dragde constructed. Factors of production and
factor costs are quantified. Further along thadrothe external framework of Kaliningrad's
economic development is put undlee microscope. In addition, this chapter looks into the SEZ
regime as a defining factor of Kaliningrad's current competitiveness as well as the
quantification of exclave costs and respectssies of cargo and passenger transit along with
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border trade. Chapter 5 provides a synthesis of the issues of regional specialisation, optimal
development trajectory and the distribution of GRP. It goes on to analyse several branches of
the regional economy from the viewpoint of caetiveness in the long run. Finally, chapter 6
summarises the main findings and contartiscussion of policy-relevant issues.



Chapter 1

The limitations and opportunities
for an enclave’s economy

1.1  The conceptual framework for a  theory of enclaves: Definitions,
typology and the mainland—enclave—surrounding state triangle

Detached from its mainland, an enclave findslitin a specific position as regards its economic
regime, specialisation and trade. In such conditions, some enclaves manage to prosper while
others decay. Hong Kong was the showcaseeasf frade and internationalism. Small Western
European enclaves, such as Bedgian Baarle-Hertog, the Spanish Llivia, the Italian Campione

or the Austrian Jungholz, as Was US enclaves such &dint Roberts and the Northwest
Angle, prosper through tourism and cross-bostepping. On the other hand, almost 200 Indo-
Bangladeshi Cooch Behar enclaves do not even &katricity and are stricken with poverty

and disease. The populous Fergana Valley enclaves, in possession of fertile lands and wonderful
landscapes, are doing worse than their immedmighbours are. Somewhere in the middle,
Spanish Ceuta and Melilla and Russian Kaliningtidggle their way through with the help of
federal subsidies and preferences. These amy miner enclaves show a humber of trends in
common, both positive and negative. Yet, despitayrsmilarities, some of them manage to do

well and others do not.

We begin with the principal definitions of amclave, a semi-enclave, a pene-enclave and an
exclave, as well as further definitions of an emel state, a semi-enclave state, a mainland state
and a surrounding state. Amclaveis a part of the territory of state that is enclosed within the
territory of another state. This definitionroesponds to the standard legal and geographical
definition. To distinguish the parts of a staéntirely enclosed in another state from other
entities treated below, to which the term ‘enclaseapplied with some modifications, they are
also called ‘true enclaves’.

Two additional terms are introduced.mainland states the state to which an enclave belongs
and of which it is part. In contrastsarrounding stateas is obvious from the wording of term,
is the state that surrounds an enclavetduthich an enclave does not belong.

A semi-enclaves a part of a state enclosed withire tland territory of another state, yet in
possession of a sea border (that is, not fully saded). The enclaves of this type are also
called ‘coastal enclavésboth terms distinguish them frommue enclaves and incorporate the
availability of sea acces®ene-enclavesre territories that, although not separated from the
mainland, are practically accessible only through the territory of another state.

The enclave, semi-enclaves andlaxes that are discussed above represent parts of a territory
of a sovereign state. There are also soversigtes that are entirely surrounded by another
single state. In such cases, the application otatra ‘enclave’ is justified as well. In order to
distinguish them from their non-sovereign counterparts, they are cealhethve statésand
‘semi-enclave statesEnclave states in the understanding of international law are sovereign
states land-locked within another state. Thare currently three such states, Lesotho, San
Marino and the Vatican. A semi-enclave state istate enclosed within the land territory of
another state, yet in possession of a sea border (that is, not fully surrounded).

Furthermore, amere exclavels a region that, while being isolated from its mainland, is
surrounded by more than one state. Thus, it is not an enclave in relation to other states but
merely an exclave in relation to the mainland.
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A more comprehensive presentation of all enclave types and further analysis of such types as
maritime enclaves, paired enclaves andlare complexes, along with typologies and a
comprehensive literature reviesan be found in Vinokurov (8Bb and 2007). Appendix Il also
contains a typology as well as the li§ enclaves according to type.

Our database comprises 282 international eesland exclaves existing in the world with a
total population of approximately 2.7 mn af 2003. Some simple comparisons based on
territory, population and distances to thainland are provided in Table 1.1.

Table 1.1 Total number and total population of enclaves and exclaves in 2003

Type Total number Total population (thousands)

2-1. True enclaves 256 (26) £00 (of which Cooch Behar 60-70, Sokh 40,
Vorukh 23-29)

2-2. Coastal enclaves 15830 (of which Alaska 644)

2-3. Mere exclaves 6 81,530 (of which Kaliningrad 946, Nakhichevan 310,
Cabinda 150, Dubrovnik 123)

2-4. Pene-enclaves "5 80

Total 282 8,700

3 Not counting Azerbaijani and Armenian enclaveseadtch of the three larger, homogenous enclave complexes
(Baarle, Cooch Behar and Vennbahn) is counted respectively as a single case of a true enclave, the figure would drop
to 26.

®) The list of pene-enclaves is not exhaustive.

Source Author’s compilation.

True enclaves are the most numerous (ewersidering enclave complexes as single entities)
but together have the smallest populatiorataiut 200,000. This figure includes an estimated
60-70,000 in the Cooch Behar enclave complex, 40,000 in Sokh and 23-29,000 in Vorukh.
Nagorno-Karabakh and other smaller enclaves énGhucasus are not included, as they have
not existedde factosince the beginning of the 1990s. One notable peculiarity of the true
enclaves is that they often build enclave complexes comprised of many small enclaves, such as
Baarle-Hertog (22 Belgian and 8 Dutch enclay€s)och-Behar (106 Indian and 92 Bangladeshi
enclaves), Vennbahn (5 German enclaves) anduSy@). This feature is unobservable in other
types of enclaves and exclaves. Interesginghough, pene-enclaves demonstrate perfect
commonality with true enclaves in terms ofrit®ry, with population figures ranging from 150

to 5,000.

Coastal enclaves are less numerous but more @agulhe largest one is Alaska with 643,800
inhabitants. Almost all of the coastal enclages in the medium range: Ceuta (76,000), Melilla
(69,000), Oecussi-Ambeno (50,000), Musandaeminsula (35,000), Gibraltar (27,800), UK

Sovereign Base Areas (14,800 in total) andhberong (9,000). In fact, only Erenkoy and six
tiny territories on the Moroccan coastdrgding to Spain are micro-enclaves.

Finally, mere exclaves are the least numerous but most populous compared with both true and
coastal enclaves. There araremtly only six mere exclaves — Cabinda (150,000), Dubrovnik
(122,900) Kaliningrad (946,000), Nakhichevan (310,08@trovilia (18) and the UK Dhekelia
Sovereign Base Area in Cyprus. The largest existing enclave/exclave territory in terms of
population, Kaliningrad, with about 950,000 inhabts, belongs to this group. The exclave

! This population figure is derived from 2001 data for Dubrovnik-Neretva.
% The population figure for Nakhichevan is based on 1990 data.
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with the largest population ever was East Baki, which in 1970 comprised 67.4 mn citizens,
more than half (54%) of the total population of Pakistan.

Enclaves do not exist in a vacuum. They exist in a world full of global players and powers with
often contradictory interests. The two powers that have most to do with an enclave are the
mainland state and the surrounding state. Ti@sesides and an erale itself compose the
mainland—enclave (or exclave)-surrounding statngle, which is referred to as the MES
triangle (diagrammed in the figure below). It\s&s as the main concepturamework for our
exploration of enclaves.

Figure 1.1 The MES triangle

The MES triangle is composed of four vestofhese are i) mainland—enclave relations, ii)
enclave-surrounding state relations, iii) mainland—surrounding state relations on general issues
and iv) mainland—surrounding state relations @ ehclave issue. The arrows comprising the
triangle are double-sided. This reflects the muttglact rendered by the parties. The impact is
not necessarily of equal strength. It is naturat the mainland exerts a decisive impact upon
enclaves’ fate and fortune. Likewise, thengeml context of the mainland—surrounding state
relations is that in which an enclave musidfits place and to which it should adapt its vital
activities. Furthermore, the impact ofethsurrounding state’s economy and politics is
immeasurably larger than the reverse. Nevégtise it is remarkable that, however small and
insignificant an enclave is, it exerts a certanpact on both its mainland and the surrounding
state and even on their bilateral relations in a variety of ways.

1.2 Economic features of enclaves

Small size

In this section we mention some vital chaesistics of enclaves as regards their economic
development: the small size of their oaomies, economic vulnerability and double
peripherality. One of the basic facts about eredais that they are normally small. While not
being among the decisive factors of enclasityl exclavity (the territory’s geographinclusion

in the surrounding state amtttachmenfrom the mainland state, remgively), it is a typical
characteristic that has an enormous impacthenenclaves’ economic development. As a rule,
enclaves represent relatively small and compact territories with a small population. Enclave-
based enterprises have to deal whith fact that the capacity ofefinternal market is insufficient
to serve as a viable home base. Local marleee inadequate for the effective large-scale
production of many types of goods and serviceged@ally those in high-tech industries. The
specificity of enclaves as small countries in conipactvith other factors can lead to some very
important consequences for their economic polidgieparticular to an aversion towards import
substitution policies, and conversely, to the atanege and a preference for a distinctive export
orientation.

Small size determines the need for a narrgpecialisation. Successful cases of enclaves
demonstrate an advanced and a relatively nadegree of specialisation, for example, Hong
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Kong specialised in finance, trade/trangpand electronics, and Macau specialised in
gambling/tourism, textiles and electronics.bf@itar's GDP is made up of three leading
economic activities: shipping, banking and tourism. Each comprises 25-30% of the British
dependency’s economy.

The small size of enclave economies and auffitient range of products may lead to a
considerable asymmetry between the structures of domestic consumption and domestic
production. Imports constitute a substantial part of internal consumption. The enclaves, at least
the successful ones, are deeplegnated into the world economy. They are subject to serious
dangers of influence through external sources of instability, such as protectionist moves by their
main trade partners orxegenous shocks in the global economy. The impossibility of
considerably widening the mge of goods produced dept these territories — not only
sovereign states but to a certain extent non-sireexclaves as well — of one of the main ways

to defend themselves against the sharply tnegafluence of such external factors.

One of the related problems is that enclaves have no hinterlands. The bordering provinces of the
surrounding state can be described as an egisldnnterland only in rare cases. Much more
often the enclaves form an unhappy hinterland for either the surrounding state or the mainland.

The size of an enclave is also an important variable in terms of its ability to support an
infrastructure. Only the largeshclaves, with populations of several hundred thousand or more
(Kaliningrad, Hong Kong, Macau and Alaska), are able to support an infrastructure that offers
higher education such as universities or laagd modern hospitalSmall and medium-size
enclaves (with a population of between 1 and Q@D,people) are generally unable to do the
same. They have to rely on the infrastructuréhefmainland or the surrounding state (or both).

A reliance on the surrounding state is not always possible for political reasons. Ceuta and
Melilla have to send their youth to study 8pain, as does Gibraltar to Great Britain. The
absence of a full educational infrastructure poty increases costs but also has a negative
impact on internal economic development. Miertelaves represent an extreme case since they
are often unable to support any infrastructuralbtFor micro-enclaves, access to the social
infrastructure (schools and hospitals) of theintaad or the surrounding state is vital for
survival.

Also, the small size of enclaves can lead to rdigprtionally high costs of infrastructure. To
ensure its independence from Spain, Gibraltas equipped with its own desalination plant to
supply water and with its own power statidrhe elevated operation costs for the power and
water plants result in extremely high monthly tgilbills for Gibraltarians. Furthermore, in

2005 Gibraltar completed construction of Strifiged Hospital. The new hospital is furnished
with state-of-the-art medical equipment in ortlerensure the highest level of medical care for
demanding and wealthy Gibraltarians. The dark side of the story is that the government of
Gibraltar had to burden itself with debt to lrea the project. This facility probably represents

the highest per capita expenditure for medical services in the world given that the costs of the
local hospital are to be divided among fewer than 30,000 residents.

Vulnerability

The vulnerability of enclaves stems from a variety of factors. The principal ones are first, the
vulnerability of mainland—exclavaccess; second, smaike; and third, typical overreaction and
high exposure to external economic and politishbcks, in particular in the context of
mainland—-surrounding state (M-S) relations.

The problem of mainland—exclave communicatiaiso referred to as the problem of access or
transit, is the central one on the mainland—exchesetor of the MES triangle. It is deeply
rooted in the nature of an enclave, sincesthetion in the surrounding state and its detachment
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from the mainland makes an enclave/exclave what it is. Communications have three vital
components: i) the movement of goods and sesyiii) the movement of people, and iii) the
movement of military and police forces as well as state officials.

As soon as an enclave emerges, it faces thegrobf communications with the mainland. If
arrangements are made by the mainland and theusuling state, the problem can be dealt with
and mitigated at an early stage. But when an enclave emerges in the turmoil of international
politics, tensions and military conflicts, the problem can be severe from the very beginning. It
comes as an additional shock and impedes the@getsof economic and societal recovery. Just

to give an example, one of the many nicknathes were used for West Berlin in 1945-90 was
‘seismograph’ (Horning, 1992, p. viii). It hadcckear connotation as to the vulnerability of West
Berlin and its feature of reacting to even the minor tensions of the cold war.

Is there any difference in the scope of the problem of access among various types of enclaves?
Whyte (2002) comes up with the idea that the significance of a surrounding state lies in the
ability of the enclave to negotiate access andnomic and political rights. If the enclave is
surrounded by more than one state, it has incrdasetage in such negotiations. If it has only a
single, stubborn host state, it is totally at the host’'s mercy (ibid., p. 2). This explanation equates
to a hypothesis that can be formalised and igdised: the problem of access is more severe in
true enclaves surrounded by just one state than in mere exclaves. Yet the experience of
Kaliningrad and other enclaves and exclaves doesardgirm this hypothesis. Kaliningrad is a
mere exclave with access tonwvenient access to the Baltic Sea on the west and the region is
sandwiched between Poland on Hmith and Lithuania on the north. Theoretically, there is a
variety of ways to conduct communications witlainland Russia: land routes via Lithuania and
Belarus, via Lithuania and Latvia, via PolantaBelarus, air transportation and the maritime
route to St Petersburg. Despite the seemnjingide choice of options, economic expediency
largely narrows the choice to the route ofiKiagrad—Lithuania—Belarus—mainland Russia. All
major railway tracks and roads as well as pipsliand power lines were laid through Lithuania

in the Soviet era, such that access through Pdandt economically justifiable at this point.

The possibility of sea connections with St Pdierg is largely devalued by economic logic as
well. Since 80-90% of inflows come from Central Russia, the Volga region and Siberia, while
80% of Kaliningrad’s outflows are heading fGentral Russia (Vinokurov, 2002b and 2004d),

St Petersburg and North-West Russia are just minor trade partners for Kaliningrad. A ferry on
the Kaliningrad—St Petersburg line was opened for political considerations. So far, it is
unprofitable and must be subsidised by the sBaisinesses just do not use it since it is cheaper

to use direct land links through Lithuania and Beda Therefore, in spite of the theoretically
greatest possible latitude for choosing ways and routes to communicate with Russia proper,
Russia was compelled to fight hard for a specaisit regime through Lithuania (Box 1.1). The
economic reasoning makes Kaliniagra quasi/true enclave as regards communication with the
mainland.
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Box 1.1 Crisis over Lithuanian transit: Kaliningrad’s vulnerability with regard to access

The Kaliningrad region witnessed an inherited vrdbdity on interconnected issues relating to accgss

and economic development. Interestingly enough, East Prussia, a German exclave from 19
1939, experienced similar economic difficulties andtables despite a completely different politig
situation.

20 until
al

The region of Kaliningrad is detached from mainland Russia and geographically included W the E

while remaining under Russian sovereignty. Kaliningrad's position makes it vulnerable. The re
exposed to continuous shocks caused by the changes in both Russian politics and EU+
relations.

Let us turn to the transit agreements implementegdssenger transit from the Kaliningrad region
the Russian mainland in 2003. These decisiodstdethe implementation of a special regime 1
facilitated passenger transit through Lithuania. Bygtrast, the decisions of 2004 for cargo transit
not establish a specific legal regime for a corridor-like movement of goods through the Lith

gion is
rRussian

to
or
did
lanian

territory. Instead they confirmed that the Kaliningrad case fell under the general transit regulations of

the EU.

Before 1 July 2003, transit via the territory dfHuania was visa-free. Moreover, there was a spe
regulation for the residents of Kaliningrad allowitigem to visit Lithuania itself visa-free. Th
Russian authorities have estimated that in 2001otlaé number of crossings between Kaliningrad 3
the rest of Russia were 960,000 by train and 620,000 by car (compare these figures to Kalin
population of 950,000). The Joint Statement on Transit between the Kaliningrad Region and t
of the Russian Federation was adopted at tfeEl0-Russia Summit in November 2002 (EU al
Russia, 2002). In this document, the parties ackeayed “the unique situation of the Kaliningra
region as part of the Russian Federation but separated from the rest of the Federation by othe
The parties agreed to pursue a comprehensive paaageasures to facilitate the easy crossing
borders, and in particular to create a “Facildafeansit Document” scheme. Trilateral negotiatig
between Russia, Lithuania and the EU — a new foth@tenriched the Eupean—Russian dialogue
took place on the basis of thensmit decisions. The negotiations edda spring 2003 with a set o
decisions for the implementation of facilitated titisshemes. These came into operation on 1 |
2003. The Facilitated Transit Document (FTD) émel Facilitated Railway Bnsit Document (FRTD)
were introduced to facilitate passenger transit by tiais and car. A person must be in possessio
an FTD in order to cross Lithuania by car or bus. The FTD is issued by Lithuanian consulates in
for the period of one year. It is free of chafge all Russian citizensThat notwithstanding, the
procedures for acquiring an FTD ameich like normal visa procedurés.contrast, the FRTD is issue
for persons going through Lithuania on a Russiarsirdrain. When buying a ticket, a traveller mu
submit basic passport data, which is then dfemed to the Lithuanian consular authoriti
electronically (see Vinokukg 2004c for details).

Three years into existence, the FRTD scheme fumetiuite well. It takes almost no extra time for
passenger to undergo the necessary procedures. After several incidents at the very begin
system functions smoothly. Yet, Lithuania’s joining the Schengen zone in 2007 entails tae afa
another Kaliningrad transit crisis. The issue is complicated by the fact that Poland, like Lithuan
also toughen the visa regime fordRia. Kaliningrad will effectively be, more than ever, isolated in
international surroundings. Since other policy options are costly and insufficient (or ephentieeal
current framework of EU—-Russiaalations), the preservation ofetfFTD/FRTD scheme is a minim4
requirement that is necessary to avoid a new Kaliningrad transit crisis. The border regime will &
worse for Kaliningrad overall, but any real decisions to alleviate the problem will have to wait un
quality of EU-Russian relations improves.

Cargo transit between the Russian mainland and Kaliningrad is problematic as well. The negd
on cargo transit led by the sides in 2003—-04 did culminate in a special facilitated regime. Stand
transit regulations were applied after Lithuania joined the EU in 2004, resulting in h
transportation costs between the mainland and the exclave.
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The problem of access is enclave-specific — it justld/aot exist in the case of a typical region on Jhe
mainland. It consists of two parts: first, an exclave is separated by mere distance; second, it is
separated by the territory of a foreign state or st&tésle the first element is also present for islangds,
the second element is unique drclaves. The complexity of éhissue of mainland—exclave access
stems primarily from the latter element, that is, its detachment from the mainland and situation in the
surrounding state. It makes an exclave increaswglyerable to even minor changes in policies by the
surrounding state but also to the overall state of the mainland—surrounding state relations. The|solution
reached so far for the problem of Kaliningrad pagsemnd cargo transit is only partial. It illustrates
Kaliningrad’'s vulnerability through its detachniefrom the mainland and location amongst EU
member states, and its ensuing dependencescarthngements made between the EU and Russia

Apart from the vulnerability of access, enclaves’ economies are highly vulnerable to various
kinds of external shocks. Their vulnerabilégems not only from their small size, but also
largely from their enclavity/exclavity. Let us gadigh several crucial enclave-specific factors:

X  The small size of enclave economies and lichitemenclature of produced goods lead to
considerable asymmetry between the strigctofr internal consumption and production.
Imports represent a very large share of conqion. Taking into account this fact, as well
as a higher degree of dependency on earnings from trade outflows, we can see that
enclaves are deeply integrated into therld economy. Thus, the enclaves become
exposed to external sources of instabilitygisas protectionist moves by the main trade
partners or exogenous shocks.

X Another aspect connected to size is thateaclave has to specialise in a very few
industries or sectors. As companies can relo@ateenclave must find ways to keep them
on its soil. Thus, an enclave can only support a very few sustainable and competitive
industries. On the other hand, there is a vicious circle sincewnapecialisation makes
enclaves even more vulnerable to economic shocks and cycles.

x  Enclavity impedes both exports and outflowshie mainland. From the point of view of
economic geography, the surrounding state could form a convenient proximity market.
Yet, numerous tariff and non-tariff barriensake the enclave’s products uncompetitive
against the surrounding state’s own producimss protecting this market. Furthermore,
the sheer distance and costs of transit complicate access to the potential market of the
mainland state. If an enclave does not possesgque competitive advantage, it becomes
economically incapable in view of its isolation.

x  Economic incapability combined with increased vulnerability explains why various kinds
of special economic regimes are established so often in the enclaves. Such a regime can
make an enclave economically viable in the situation wherein its natural assets do not
suffice to enable it to survive.

Double peripherality

The notion of double peripherality is not uncommon for enclaves. For instance, it is widely
applied to Kaliningrad. In addition to its periphkty to mainland Russia (1,000 km distance to

the economically developed Central region), it is also located on the periphery of the EU. The
immediate neighbours of the region are hugelgerdeveloped and suffer from acute economic
problems. The Warminsko-Mazurskie VoivodshipRiland, to which Kaliningrad borders on

the south, is the least developed regionPimiand with more than 20% unemployment. In
addition, the developed industrial areas of Lithiagcentred on Vilnius and Kaunas) are distant
from the Kaliningrad border. Thewak, Kaliningrad is justly characterised as having the quality

of ‘double periphery’ (Joenniemi, Dewar & Har, 2000) or ‘overlapwig periphery’ (Emerson
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et al., 2001, pp. 31-32) in relation to Russia and the EU. Enclaves are typically located in remote
areas, at a distance from industrial and commercial centres. Double peripherality is a natural
consequence of an enclave’s geographical locatlative to the economic geography of both

the mainland and the surrounding state.

1.3 Openness as a condition of an  enclave’s economic development

Correlation between enclaves’ economic regimes and well-being

This section considers data related to wmueestions: whether economic success depends on
openness and whether success depends on the ecamignitation. The first approach in line
with regional economics would be to comparesanlave against its mainland (M). The results
reveal a gloomy picture (Table 1.2).

Table 1.2 Incomes per capita in nomin&@rrhs in the enclave in comparison with the
mainland’s average and correlation with the economic regime

Nominal income per capita Superiorto M Equal to M Inferior to M
Number of enclaves 4 11 12
Among them

Economically open (special 4 11 4

preferences and/or low barriers)

Economically closed (no special 0 0 8
regime, high barriers)

Source Author’s compilation.

Only four enclaves out of 27 in the sample erpoyenjoyed incomes per capita higher than the
mainland’s average. These are the contempovdegtern European enclaves of Llivia and
Campione and the historical cases of Hong Kamg Macau. In these cases, one could talk only
of a slightly superior income level (for instance, Campione’s incomes are comparable to Italy’s
most prosperous regions in the northern partthefcountry). The data show that 11 enclaves
(40.7%) possess incomes per capita roughly comfgatalihe mainland’s average. Finally, 12
enclaves (44.4%) are on a level inferior to thegpective mainlands. Therefore, the cases of the
enclaves enjoying a better life tham timainland are rather an exception.

Open and closed economic regimes are understood primarily in terms of openness to the outside
world in general and the surrounding state irtipalar, essentially in terms of the movement of
people, goods and services. The correlatiothefincome per capitand the presence/absence

of a regime of economic openness is clddirenclaves with incomes either higher or equal to

the mainland’s average enjoy a regime of economic openness towards the outsidéitbed

same time, the majority of enclaves with incomes inferior to the mainland’s average are closed
to the outside world. In four cases where thelare is poorer than its mainland despite having

a relatively open economy (Ceuta, Melilla, Gitag St Pierre and Miquelon), the liberal
economic regime appears to provide a auslagainst even lower income levels.

Now, let us take a different angle and lookta incomes per capita in comparison with both
the mainland and the surrounding state (Skc8ssful economic development may be defined
by comparing incomes per capita in an enchaita those of the mainland and the surrounding
states; in other words, we look at the qualityliief relative to both M and S. Five groups are

singled out. First is the one with superiocomes to both M and S. Second is that with a
superior income to either M or S, while beiagual to the other. Third is that with incomes

equal to both M and S. Fourth is a groupeoftlaves with incomes per capita between the
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figures for M and S. Fifth is a group of enclaves with incomes inferior to both M and S, that is,
apparent economic failures (Table 1.3).

Table 1.3 Enclave incomes relative to M and S (per capita)

Groups according to Enclaves (for which the data could be obtained)

relative economic success

or failure
True Coastal Mere Pene- Total in the

enclaves enclaves exclaves  enclaves sample

(2-1) (2-2) (2-3) (2-4)

Superior to both M and S 0 2 0 0 2

Superior to either M or S 2 0 0 0 2

while equal to the other

Equal to both M and S 4 1 0 5 10

Intermediary group 1

Economic failure 4 1 2 0 7

Source Author’s compilation.

History has known only two cases where the enclave could beat both M and S in terms of
income per capita — Hong Kong and Macau. Even then, to do justice to the argument, this was
true only for the last two decades of their &tige (1980s—90s). Before then, both enclaves on
the Chinese coast were inferior to their retigpeamainlands. Another two enclaves, Llivia and
Campione, fall into the second group: their imas per capita are comparable to the richer
surrounding state, while somewhat exceeding dkerage mainland level. The largest group
consists of enclaves that coincide with both M and S (that is, full ecomouadity exists in the

MES triangle). Six enclaves fall in the intermegigroup. The M>E>S ratio is the most typical

for the intermediary group (for instance, Gilbar, Ceuta, Melilla, West Berlin and East
Prussia). Kaliningrad is therefore an exceptias, its income level is comparable to the
mainland while inferior to the surrounding statdse(M=E<S ratio). Finally, seven enclaves in

the sample (or 25%) represent economic failure, Wighr incomes per capita being inferior to
both M and S, regardless of the difference between the two.

An enclave can develop an economic orientatiowards its mainland, the surrounding state
(the most common cases) and the rest of the world. It can also tend to be self-sufficient or
combine several orientation vectors. Self-suéicy is a consequence of isolation, a closed
economic regime and an underdeveloped econdfoy.instance, it i<haracteristic of the
Fergana Valley enclaves. As the CentraliaAsstates began asserting their statehood, the
negative impact on the enclaves was apparerd. praviously smooth trade connections were
broken in the blink of an eye and the enclavesevierced into self-sufficiency. A lower quality

of life was an immediate consequence of the imposed isolation.

Successful enclaves tend to develop a multi-vectoreshtation, avoiding a concentration of
trade and economic connection solely with the mainland. Dynamic economies and economic
growth appear to depend on the existendéefal and open economic regimes. Multi-vectored
economic connections with the surrounding statd with the rest of the world are natural
consequences of an open economy. To putfieréntly, although an enclave’s prosperity
correlates positively with an economic orierdattowards the surrounding state and the rest of
the world, the success of an enclave dependsmds orientation but ther on whether it has
enjoyed the state of economic openness towards the outside world.
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Dilution of enclavity as result of integration

While discussing the issue of access it was notedathatridor is an inferior solution compared

with reaching a level of integration betweéime mainland state and the surrounding state
sufficient to provide a smooth passage of people and goods between the mainland and the
exclave. In other words, a deep and compnsive integration between the mainland and the
surrounding state is able to remove the probleraxafave—mainland transit altogether. In this
respect the most important factor is probathlg level of integration reached between the
surrounding state and the mainland. If they wetregrated closely enough (in the movement of
goods and people) then communication betwdenmainland and their exclaves would not
represent an aggravating problem.

In fact, transit is not the only difficulty thagan be substantially easbg the M-S integration.
M-S integration is able to solve manyhet problems stemming from enclavity/exclavity.
Integration dampens, sometimes eradicatittggather, the enclave-specific conflict potential
based on contradictory interests and an enclaiwe lzetrouble spot in bilateral relations. Deep
economic integration can greatly diminish #@nomic problems of an enclave. Moreover, it
encourages interaction between two pesgnd reduces potential for opposition.

The best examples of the most positive impadile® integration are the small enclaves inside

the EU: Baarle, Llivia and Jungholz. It mot necessary, however, for the mainland and the
surrounding state to reach the integration levahefEU. Campione and Busingen profit from
EU-Swiss integration based on sectoral agreements despite the fact that the integration between
these two is limited. In North America, Alaska as well as the small pene-enclaves on the US—
Canadian border benefit from the historicatipse relationship of the mainland state with
Canada (with a visa-free regime and sohprfThe launch of NAFTA in 1994 had further
positive effects on the flow @foods, including transit.

Experience of these enclaves shows that profouregjiation reaching EU géhs is not really
necessary. There are certain important elements of political and economic integration, the
presence of which is pivotal for the enclaviéess enough when the surrounding state and the
mainland states possess:

1) avisa-free regime making possible the free movement of people;

2) a certain degree of free trade in goods, preferably supplemented by the free flows of
services and capital; and finally

3) the free movement of labour (which is a necessity only for smaller enclaves).

These three components are supplemented by generally friendly relations between the states,
which is usually the case between states that haveadeto reach such a level of integration.

Although the attainment of all three elemertads to the most relaxed and beneficial regime,
even partial progress in one of the fields gagatly benefit the enclave, surpassing by far the
positive impact of integration on the other regiohshe same state. Enclaves are made by their
borders. A border in this context does not maahysical phenomenon but rather the obstacles

to communication and the flow of people, goosksvices and capital. When borders become
more penetrable, some of its enclavity/exclavjtyality disappears, since the territory is now
effectively less isolated. This situation can be termed a ‘dilution of enclavity’ by integration
between the mainland and the surrounding state. M-S integration may thus lead to a diminishing
of enclavityde factothrough the relativisation of the borders.

In the case of Kaliningrad, the problemshbuith passenger and cargo transit arise precisely
because the relations between Russia and théoElts member states, Poland and Lithuania)
have not reached any of these conditions. If and when they are reached, the problem of
Kaliningrad's enclavity and exclavity would greatly reduce.
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The superiority of the liberal approhdn the mainland’s enclave policy

It is normal for an exclave to be tied to th@me country not only politically but economically
as well. This calls for efficient communicatidretween the two, whether by a corridor or by
agreement. Robinson (1959) noticed that seaelaves that had followed the opposite line of
development and become economically assintlatetheir neighbours (pp. 291-92). That may
mean inclusion of the exclaweto the customs territory of the surrounding state as well as the
use of the neighbour’s currency. Direct taxestioor to go to the mainland while indirect taxes
are paid to the surrounding state. Both Kleines Walsertal and Jungholz are each subjelt to a 19
century convention, handling customs and currdncgerman control (made to a large extent
superfluous by European integration, notabky 8ingle Market in 1992 and the introduction of
the euro in 2002). Yet the list of possible op8 for an enclave’s economic regime is not
exhausted by being tied to thaainland or being assimilated by the surrounding state. Nor are
these options necessarily superior to others.

There are four basic possibilities:

X  the strengthening of M-E economic ties as a means of binding an enclave to its mainland
and ensuring comparable levelseconomic development;

X M-S integration as an overarching scenario thay effectively ‘wash out’ the enclavity
and solve most of the enclave-specific problems;

X  the economic inclusion of an enclave in the surrounding state; and
X  the economic opening of the enclave to the outside world.

Strengthening economic ties with the mainlapgears a natural option that can be justified
primarily by political reasoning. By ensuring smooth M-E communication and by promoting M-

E economic ties, the task of making the enclave increasingly dependent on the mainland for
economic survival is fulfilled. Therefore, trenclave is firmly tied to the mainland and any
attempts at separatism are nipped in the bud.

Another possibility is the one of M-S integration, as can be observedday enclaves inside

the EU.Enclave-specific problems as®lved automatically as lay-product of integrationWe

have already elaborated the phenomenon ofliluéion of enclavity in the respective section
above. In the absence of M-S integrationp taptions could be available — the economic
inclusion of an enclave in the surrounding state (without a transfer of sovereignty) or the
economic opening of an enclave to the outside world in general.

On the level of the mainland’s policy towardg tbnclave, these options are materialised in two
choices. The first is whether to strengthen the tiith the mainland or to liberalise the enclave
towards the outside world. If the mainlandooses the policy of economic openness for the
enclave, a further choice is whether to allfow integration specifically with the surrounding
state or to liberalise the enclave towards the whole world without making any explicit
preferences for the surrounding state.

Tables 1.4-1.6 provide a short overview of special measures and economic regimes applied to
various enclaves.
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Table 1.4 Exclusion from the mainland’s @mat territory (CT)/inclusion in the surrounding
state’s CT

Enclave Measure

Excludeftom the German CT (1835), incled in the Swiss CT (1967)
Both enclaves are excluded from the Spanish (and thus EU) CT
Excluded from the Atrian CT, later included in the German CT (1968)

Excluded from the Austrian CT (1891), later included in the German CT

Biusingen
Ceuta and Melilla
Jungholz
Kleines Walsertal

Former
Jestetten Included in the German CT (1936)
Samnaun Excluded from the Swiss CT (1892)

Source Author’s compilation.

Table 1.5 Currency regime

Enclave Regime

Busingen-am-Hochrhein Both euros (S’s cnoy and Swiss francs (M's currency) accepted

Campione Swiss francs (S’s currencydhs official curency, euros accepted
Gibraltar Gibraltar pound at par with the British pound
Jungholz Deutsche Mark (S’s currency) used before the introduction of the euro
Kleines Walsertal Deutsche Mark (S’s currency) used before the introduction of the euro
Former

Hong Kong Hong Kong (HK) dollar

Macau Pataka — separated from Escudo and tied to the HK dollar in 1977

Source Author’s compilation.

Table 1.6 Special economic regime, economic incentives and assistance

Enclave

Measure

Cabinda

Ceuta and Melilla

Gibraltar

Kaliningrad

Livigno

St Pierre and Miquelon

Former

East Prussia

10% of oil revenues reinvested in the region

Heavy allowances both witthe EU framework and from Spain;* lower
taxes and salary premiums in comparison with the mainland; no VAT,
very large public sector as aeans of supporting the local economy

Offshore regime; no VAT

Special economic zone regime; Federal Target Programme — federal
investment into transpoand energy infrastructure

Excluded from the EU VAT area

Purchasing power parity = $48.3 mn, supplemented by annual payments

from France of about $60 mn (2003 est.)

Cargo tariffs as well as pastfs for East Prussia were reduced; East
Prussia programme: subventicargl direct assistance for the
development of industry and trade
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Hong Kong Authentic economic regime not coinciding with that of the mainland,;
laissez-faireeconomy in the post-war period

Macau Authentic economic regime moinciding with that of the mainland

West Berlin Federal subsidies for transit; tax concessions for industry promotion;

special tax regime; loans for enterprises and other types of economic
promotion; direct subventions and other preferences

* For example, each enclave wasaasled €117 mn for the peric2D00-06 for regional development
projects, a large sum if measured against the small populations of approximately 76,000 in Ceuta and
70,000 in Melilla.

Source Author’s compilation.

The majority of the world’s enclaves do ramissess a special economic regime. The economic
regimes of such enclaves do not differ from stendard economic regime applied to the other
regions and administrative entities of the nemid state, with the exception of a special
arrangement for transit that can sometimesnaele to ensure efficient M-E communications.
Nevertheless, the majority of successful encldaas moderately successful ones, that is, those
that sustain gross product per capita clos¢hto average levels on the mainland) possess a
special economic regime that kes them economically open and outwardly oriented. As found
above, the correlation of the income per capita the presence or seémce of a regime of
economic openness is clear, as all enclaves with incomes either higher or equal to the
mainland’s average enjoy a regime of econoopenness towards the outside world. At the
same time, the majority of enclaves with incomes inferior to the mainland’s average are closed
to the outside world.

In economic terms, it is generally the case th&cisp regimes of either integrating with the
surrounding state or enabling an enclave to become an organic part of the global economy are
necessary for an enclave to be able entity. This point holds stigly for all types of enclaves,
including true, coastal and pene-enclaveswa#i as mere exclaves of any size. Economic
incapability, combined with ineased vulnerability, explains why such regimes are established
so often in the enclaves. A special economic regiaremake an enclaveatile in the situation
wherein its natural assets do not suffice to engldervive. Two approaches can be employed.
The compensatory approach is employed whepegial regime is introduced to compensate for
the detachment from the mainland. Alternatyyghe mainland may choose to liberalise the
enclave towards the surrounding state and the rest of the wuuklmitigating the enclave’s
isolation.

1) Compensatory approach

The compensatory approach of economic policyhgymainland towards ienclave is inferior
to the liberalisation approach. Neverthelesss ibften employed, fuled by various political
reasons and by the unwillingness to liberalise ategr. The compensatoapproach is evident
in Kaliningrad.

This approach is also evident in Ceuta Mulilla. Compensatory policies prove costly to the
mainland’s budget but only partially reach theitimate goals — a comparable level of
economic development and personal incomespe all possible measures of support, the
purchasing power of the enclave’s residents remafasian to that of the mainland’s residents.

One of the important typical elements of thenpensatory approach is the existence of a large
public sector paid for by the mainland. A large public sector is used as a measure of indirect
economic support. As such, it is characteridtic, example, of Ceuta, Melilla, Gibraltar and
West Berlin.
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2) Liberalisation approach

As noted above, two policies of liberalisation can be applied: first, an enclave can be
economically integrated with the surrounding state; second, a policy of economic openness
towards the outside world can be pursued.

a) Integration with the surrounding state

The way of economically integrating an enclave into the surrounding state by excluding it from
the mainland’s customs territory and —haligh not always — including it in the customs
territory of the surrounding state was utilisecs@veral cases in Western Europe (see Table 1.4
above). Often, the inclusion in the customsitery of the surrounding state is accompanied by
changes in the currency regimehereby the surrounding st& currency becomes a legal
tender in the enclave (see Table 1.5 abovklisTthe European smalhd pene-enclaves have
proven to be the most advanced on the maitexconomic integration with the surrounding
state. Bilsingen, the German exclave in Switzerland, represents a model case (Box 1.2). Briefly,
the Busingen integration model is composed of the inclusion of an enclave in the surrounding
state’s customs territory and partial apation of the surrounding state’s legislation,
supplemented by the regime of free movemergeaxple. Economic inclusion of an enclave in

the surrounding state supposedly works only with small entities. It is not readily applicable to
the larger enclaves. Furthermore, such inoluss only possible if the S-M relations are
characterised by trust and confidence.

Box 1.2 The Blsingen model: Integration of a small enclave

Busingen is situated within the Swiss canton diéihausen, just some 700-1,500 metres away from

the German border. Its total area is 7.63%kih has 12.2 km of borders with the canton|of
Schaffhausen and has 4.8 km of Rhine coastline. Schaffhausen is just nearby, less than 5 km away;
German Singen and Konstanz are more remote, 14.8 and 46.7 km, respectively. The populatipn of the
enclave reached about 1,500 after World War Il before stabilising at this point.

Germany and Switzerland managed to creategal [fFamework to solve a major enclave puzzle:
keeping an enclave under the mainland’s sovergigtile responding to the challenge of economic
development. This specific answer was excluding Bisingen from the German customs zone, including
it in the Swiss customs zone and extending the implementation of some Swiss laws in the enclave. The
Busingen model implies in effect a partial renunciation of sovereign rights by the mainland|to the
surrounding state. The history of the formation of the current model of economic management of the
enclave counts several stages. It took about 130 years for the Blisingen model to develop. The result is
remarkable: the century-long problem of Biisingen has been solved.

Phase I. Exclusion from the German customs zone in 1835

In 1835, Biisingen was excluded from the German customs zone. Consequently, goods from Bisingen
became subject to German import customs duties. In order to es@mmic alienation between the
mainland and the enclave, some preferences (for wine and other agricultural products) for Blsingen’s
outflows to the German mainland were introduced.

Phase Il. Rules for free transit in 1844-52

The Agreement of 1852 tweeen Switzerland and the EarldomBdden about mutuadreferences fo
small border trade foresaw free transit from Svigssitory through Bisingen to the Swiss territofy.
Swiss transit duties had been removed eight years earlier, in 1844.

Phase lll. German—Swiss Agreement of 1895 on Blsingen

Switzerland raised its import tariffs in 1886 and 1891. Busingen authorities began to worry, as
economic interaction had become disrupted. It lethéoconclusion of th@lsingen Agreement in
1895. According to the Agreement, the Swiss side guaranteed substantially reduced import tariffs for
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Bilsingen’s agricultural exports (timber, butter, meat, grapes, cows, calves and pigs). Certifi
origin had to be presented at the customs border.

Phase IV. Removal of Swissstams controls in 1947

This measure had some positive implications on the Swiss side. Again, as if"tbenti®y with
Baden, the costs of customs controls on the Swigsesiceeded the duties paid, as the latter had
greatly reduced since 1895. Swiss customs controls were effectively removed in 1947.

Phase V. The 1964 German-Swiss Treaty on Béisiagd the enclave’s inclusion in Swiss cust
territory

cates of

been

DMS

The removal of Swiss customs controls in 1947 had shaped the orientation of Biisingen’'s economy
towards Switzerland once and for all. Its inclusiotthia Swiss customs territory was seen as beneficial
for all sides (on balance): the fiscal interests of both the mainland and the surrounding state were taken

into account; close economic tiestbé enclave with Switzerland wepeeserved; finally, the decision

led to stabilisation and legal certainty for all sid@s.this basis, a Swiss—German Treaty on Busingen

was signed in 1964, which came into force in 1967 (Switzerland and FRG, 1964).

Despite the necessity to implement some aspects of Swiss law in the enclave, Blsingen fremained

under the full and unrestricted sovereignty of Germany
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b) General economic openness to the outside world

While the first policy is more readily applicalitemicro- and small enclaves land-locked within

the surrounding state, the second policy suits larger coastal enclaves and exclaves. Just as the
Busingen model is exemplary for the first policy, the Hong Kong model can be cited as the
textbook example for the policy of generabromic openness of the second type. In such a
model, an enclave is oriented outwards. Itigpied with a form of sélgovernment that lets it
determine its economic policy and react to changes in the external environment with a high
degree of independence from the mainland state.

By economic logic (higher conventional and reomventional trade costs with the mainland),
enclaves are bound to pursue an outward orientation. In fact, it would remain the only sound
option for an enclave in the sdénce of special regulations explicitly supporting the economic
connection of an enclave with its mainlandhgTlatter policies are not supported by economic
logic; rather they are caused by non-economic considerations.)

Enclaves, just like small states, cannot attag hévels of development and economies of scale
without accepting profound integration into tinéernational economy. Aexport orientation is
the only viable policy in the long term, the onljeanative being costly paternalistic policies of
economic assistance, which makes an enctiegendant on the mainland. The geographical
position of an enclave, its detachment frore thainland and proximity to foreign markets,
especially the market of the surrounding stdietates the necessity of an outward economic
orientation. Outward orientation actually makies economic development of an enclave more
stable in the long run. On the one handnemic openness increases vulnerability by exposing
an enclave to the outside world. But ore tivhole, enclave-specific vulnerability actually
decreases since i) an encldexomes less dependent on the mainland for market and economic
assistance; ii) the issues of mainland-amel communication and transit through the
surrounding state cease to be critical for theams life subsistence and economic survival,
and iii) overall, an enclave gains an opportunity for dynamic economic growth.

Economic theory does not give a definite ansarethe effects of integration on border regions.

It allows only vague conclusions about thetipaeffects of integration. Depending on specific
circumstances, border regions might benefit, lmsaot be affected by integration (Niebuhr &
Stiller, 2002). Our conclusion for enclaves d#fferent, however. Economic integration —
regardless of whether it is with the surrounding state or on a non-discriminating basis — has
significant positive effects on enclaves. This tesan be explained by the notion of exclavity.
Despite being located at the periphery, a typicatler region is nevertheless well-connected to
the other regions of the same state. It can profit from the economies of scale of the internal
market. An enclave, unlike a typical border region, faces the problems of detachment, isolation,
higher transportation costs and enclave-spetcifloerability caused by its detachment from the
mainland and inclusion in the territory of the surrounding state. Integration causes enclavity and
exclavity to be diluted, thus effectively reming or at least mitigating the enclave-specific
problems of economic development.

1.4 East Prussia as a German exclave (1920-39) and as a predecessor
of Kaliningrad

Kaliningrad, a Russian exclave from 1991 onwardshesinheritor of East Prussia, a German
exclave from 1920 until 1939, its predecessor onstrae territory (Figure 1.2). In spite of
belonging to different states and being separated by more than 50 years, both exclaves show a
remarkable number of similarities in the issuelsited to economic gelopment and relations

with the mainland. The East Prussian example demonstrates the inherent disadvantages of
exclave status regardless of time or the mainland to which it belongs.
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Figure 1.2 East Prussia and the Polish Corridor, 1920-39
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Among the “Fourteen Points” US President Woodrow Wilson outlined in his 1918 speech was
the creation of an independent Polish state made up of all regions with a majority of Polish
inhabitants. The state was to be provided witbess to the Baltic Sebhe Treaty of Versailles

was signed on 4 October 1919, coming into force on 10 January 1920.

According to the Treaty, East&sia was reduced to 40,000%amnd 2.3 mn inhabitants. The
territory that formed the Polish Corridor had 16,000 amd a million inhabitants. The Corridor
was 30 to 90 km wide. While providing accesdhe Baltic Sea for Poland, it was problematic
for East Prussia. Movement of goods andpbe between the mainland and the exclave was
relatively constrained. Exactly as in the caseWsdst Berlin, trains could be used only for
transit. To ensure their exclusitransit usage, train cars were sealed by the customs authorities.
Poland was obligated under the Versailles Treatyprovide the possibility for railway links
between Germany and East Prussia (as wetklegraph and radio connections). The Paris
Treaty of 21 April 1921 contained rules that werere concrete. The movement of people and
goods was realised on the Polish railways wittgagsport or customs control. There were no
comparable rules for car traffic, however. Peopt®whose to travel by car were obliged to be

in possession of a Polish visa. Goods being tratesghday car were fully subjected to customs
duties (Gornig, 1995, p. 66). Furthermore, car transit was possible only on certain transit routes.

The issue of the Polish Corridor was brought up by Nazi Germany in 1938. One of the demands
was the erection of an extraterritorial highwlagm Germany to East Prussia via the Corridor.

The conflict over the Corridor was then used as an excuse to attack Poland in 1939.
Westerplatte, where the German troops landed &eptember, was in fact on the Corridor’s
territory. East Prussia’s enthastic NSDAP (Nazi Party) vote in 1933 can be explained by deep
concern about the future of the land. Separated from the mainland by the Polish Corridor on the
west, the East Prussians had the communist Soviet Union as their untrustworthy neighbour on
the east. They voted for Hitler's party hoping fottee security. It is bitterly ironic that what

they got in the end exceeded their worst nighé®aThe East Prussians lost their land. Many
people died and the rest became vagabonds searching for a new place to live.

According to Boockmann (1992, p. 403), i difficult to estimate qualitatively and
quantitatively the limits of restrictions and difficulties stemming from the enclave position of
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East Prussia. On the one hand, the historicaiivastprovide us with a stream of statistics and
pamphlets presenting a rather grey picture. @nother hand, such a picture became one of the
tools employed by East Prussia to motivate rti@nland for larger subsidies for its exclave.
Besides subsidies, Germany put in placeess other measures to compensate for the
drawbacks of exclavity. For example, the cargdfsaas well as post tariffs for East Prussia
were reduced. Let us look at trustworthy camggive data showing East Prussia’s economic
standing in comparison with oth@&erman regions (Table 1.7).

Table 1.7 Incomes per capita in German o, as a percentage of the German average

Region 1913 1928 1936  1913/1936
East in total 101 102 102 +1
Berlin-Brandenburg 138 132 136 -2
Pommern 75 78 82 +7
East Prussia 64 69 73 +9
Posen/West Prussia 62 71 66 +4
Schlesien 79 84 76 -3
Other regions

Kdnigreich Sachsen 117 120 108 -9

Westfalen 96 91 89 -7

Schleswig-Holstein 100 98 101 +1

Source Petzina, D. (ed.) (197830zialgeschichtliches Arbeitbucd p. 79 as quoted Boockmann (1992, p. 404).

East Prussia had always been one of the least-developed German provinces. So it remained
throughout the exclave years. The personal ireowf the East Prussian residents were much
lower than the German average, being in tmgeaof 64-73%. Only one region, West Prussia,

was at such a comparatively low level. Thimsiderable gap indicates that East Prussia was a
remote province not only geographically bugakconomically. Yet it follows from Table 1.7

that, despite East Prussia’s income being wdtvibehe German average, the situation did not
worsen during the two exclave decades. On theragntthe region showed the highest rate of
relative improvement among all the regionsGx¥rmany rising from 64% in 1913 to 69% in

1928 and 73% in 1928.

There were six important external circumsts defining the economic development of East
Prussia in 1919-39:

1) changes in the European economic situasifiar World War | — the disruption of trade
and the loss of Russia as the East Prussiaterigally most important trade partner;

2) Germany's territorial losses, above all, thed@f West Prussia and Posen, ignited further
losses of important markets for East Prussia,

3) separation from the mainland by the Polish Corridor;

4) an assistance programme for East Paussinducted by the mainland (East Prussia
programme);

5) the world economic crisis of 1929-33; and
6) NSDAP rule starting in 1933.
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Only two out of these six factors, sepavatirom the mainland and the assistance programme,
are exclave-related ones. More specificallye #eparation from the German mainland by the
Polish Corridor complicated economic interaction with the rest of Germany and raised the
transport and communication costs. The a&sc# programme, launched as early as 1922, was
partly attributable to the exclave location of EBstissia and partly to the fact that the region
generally lagged behind the German average.

In the decade that followethe programme focussed on establishing industries and promoting
trade. The main problem, however, was agricaltWp to World War |, East Prussia has
predominantly an agrarian province, althougidustry had risen quickly in the decades
preceding 1914, much owing to the rapid develeptof the transport infrastructure and East—
West trade. East Prussia was considered thadbasket of Germany. The state and efficiency

of the agricultural sector was exemplafigven after damages incurrég the war, the Soviet
resettlers coming over to Konigsberg/Katigiad from 1945 onwards were hugely impressed

by the sophisticated and highly efficient drainage systems.) Nevertheless, the province’s
detachment from the mainland as well as the loss of its principal markets (notably West Prussia)
made regional agriculture uncompetitive.

The economic weight of East Prussia withie therman Reich remained modest. In 1936, the
net production value made up DM 350.2 mn, or about 1.2% of total production. The East
Prussian economy was not export-oriented. Exportee same period were just DM 16.9 mn,

or 0.4% of total German exports. Furthermothese insignificant exports were clearly
dominated by one single industry: the productidnpaper, paperboard, cellulose and wood.
This industry exported goods valued at DM 12.1 mn, making up 71.9% of East Prussia’s
exports. What were the reasons for the stromgntation towards the German internal market
despite longer transport routes? Externally, rising protectionism in the world economy in the
1920s—-30s did not encourage expohtsaddition, Russia, formerly the most important trade
partner for East Prussia, was undergoing th@gef economic and trade autarky. Moreover,
West Prussia and Posen, another important market, had become the part of Polish territory,
which naturally caused the deterioration of ttedle regime. Internally, state economic policy
with its comprehensive asssice programme and subsidie®rmoted economic connections
with the mainland. Such measures as redumdo and post tariffs weakened the negative
impact of the exclave’s detachment.

To conclude, it seems that theckawity of East Prussia in 1919-39 was an important factor in
its economic development. East Prussian exglatagether with the German and international
political and economic background, shaped pihavincial economy during the two inter-war
decades. By and large, East Prussia featilvedame qualities as tkaliningrad region does:
economic incapability in the absence of speti@htment, assistance from the mainland based
on the compensatory principle, and finally, a resulting economic orientation towards the
respective mainland.

1.5 The theory of enclaves and Kaliningrad

Kaliningrad shares most of the typical econofemtures of an enclave with varying degrees of
intensity. First, it is small. Although Kalingrad is not a micro-enclave, its size does not
represent a large domestic market that cqulavide a sufficient domestic consumption and
production base. But its size allows Kaliningraddevelop industry. Second, the exclave is
extremely vulnerable to shocks and other chanigghe external economic environment owing
to the phenomena of enclavity and exclavityin@kurov, 2005a). Third, it is exposed to the
danger of double peripherality in relation to both Russia and the EU.

What is the relation between the enclave castd proximity to the EU market? Generally,
enclavity/exclavity represents a drawback eathhan an advantage in terms of economic
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development. As found above, most of the anes fall behind the respective mainland in terms
of incomes per capita. Only four enclaves otit27 in the sample enjoy or enjoyed higher
incomes per capita than the mainland’s aver&gecial conditions and measures are required
for the potential proximity benefits to prevaflaliningrad forms no exclusion, since its enclave
status impedes a valorisation of the potential fiesnef its geographical proximity to the EU
market.

Under what conditions can the positive aspecteraflavity outweigh the enclave costs (i.e.
negative consequences of enclavity)? Whichheke conditions can Kaliningrad use? Within
the framework of the MES triangle, the opposition of the negative enclave-specific factors
(disruption, transaction costs and vulnerayjlend the opportunities stemming from economic
gravity (market proximity) is analysed. As shoabove through bench-marking, the correlation

of income per capita and the presence or absence of a regime of economic openness is clear. All
enclaves with incomes either higher than or etmghe mainland’s average enjoy a regime of
economic openness towards the outside world. Atstime time, the majority of enclaves with
incomes inferior to the mainland’s average @osed to the outside world. In four cases where
enclaves are poorer than their mainlands itledpaving relativelyopen economies (Ceuta,
Melilla, Gibraltar, St Pierre and Miquelon) thdiberal economic regimes appear to provide a
cushion against even lower income levels.

An enclave’s economic and political opennassards both the mainland and the surrounding
state is the precondition for the achievemehtpolitical stability and economic prosperity.
Openness is a normal situation in relationthvthe mainland, as thenclave represents an
integral part of the state. So, when talkatgput openness on the exx¢—mainland vector, we
mostly discuss whether the smooth flow péople, goods, services, capital, political
participation and ideas exist. Issues odingit are brought into the foreground. Despite
geographical proximity, openness is much madi#ficult to reach in relations with the
surrounding state. Here, the issues of a viea-fegime, facilitated trade in goods and services,
and border regimes come to the fore.

Kaliningrad's openness and integration maydseched by several qualitatively different routes.
The basic divide lies between, first, the ecoimimtegration of Kaliningrad with the EU,
second, the framework of EU-Russian economic integration (which would dilute Kaliningrad’s
enclavity), and third, the special economic regime anchored in Russia’s national legislation.

Theoretically, an enclave can be economicdhyegrated into the surrounding state by
excluding it from the mainland’s customs territory and — although not always — including it in
the customs territory of the surrounding state. Yistdpproach does not appear to be applicable
to larger enclaves for a variety of politicahd economic reasons. While it might represent a
nice solution for micro- and, sometimes, snaiklaves, Kaliningrad is simply too large and
important for Russia and the EU to follow this route.

It is logical to assume that, just as the enclspeeific factors contribute to higher political and
economic vulnerability, a dilution of enclavitynight make an enclave less vulnerable to
external shocks. Enclaves are defined by theiddxs: A border in this context does not refer to

a physical phenomenon but rather an obstaaerrmmunications and theoflv of people, goods,
services, capital and labour. When borders becomoee penetrable, some extent of the
enclavity/exclavity diminishes. This situation da@ attained by reaching a level of integration
between the mainland state and the surrounding state sufficient to provide a smooth passage of
people and goods between the mainland and the exclave. In other words, deep and
comprehensive integration between the mainlarttithe surrounding state is able to remove the
problem of exclave—mainland transit altogether. On the whole, economic integration can greatly
reduce the economic problems of an enclavadtition, it builds ties between peoples and thus
decreases the potential for opposition.
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Does the actual state of EU-Russian relatiomske it possible to achieve the level of
integration that would suffice for Kaliningradenclavity to be diluted and for the positive
aspects of proximity to be valorised? AlthouBhssia and the EU formulated the idea of a
Common Economic Space (CES) in 2001 and came up with the CES Road Map in 2005,
movement towards a sufficient level of economiegration is a long-term prospect, which is
measured in decades rather tlyaars. At the present stage, the state of EU-Russian relations
weighs heavily on Kaliningrad’economic performance, since thegative aspects of enclavity
are stressed by factors bopiolitical (e.g. the introduction of visa regimes by Poland and
Lithuania in 2003 or the Lithuanian transit isjand economic (e.g. non-tariff barriers to the
EU market). Nevertheless, in the long ternthar development of EU—Russian relations along
the lines of the CES carries substantial positpotential for the Kaliningrad region as an
enclave.

Since economic integration into the EU is a mstarter and the EU-Russia CES is feasible only

in the long run, the issue of a special economic regime designed by Russia and anchored in the
Russian national legislation appears Ibe central. The argumentation underlying the
Kaliningrad Special Economic Zone (SEZ)eated in the 1990s, followed the compensatory
approach discussed in section 1.3. The ideatavasmpensate the region for its detachment, for
longer and more expensive transport routes,fanthe comprehensive de-militarisation of the
1990s when the number of military personnetiened in the region was reduced from 100,000

to 25-30,000 over a few years. The Russegonomic crisis of the 1990s had severe
consequences for Kaliningrad. By the end1889, industrial production fell by two-thirds
compared with 1990, as old patterns of production and trade eroded. In the period 1999-2005,
however, the economy grew at an impressive plew trade and production specialisations
have evolved over time. Much of the regiordsonomic development is attributed to the
existence of the SEZ, which forms the kiaene of the regional economy. The SEZ regime
encouraged those industries that re-workegoirts targeting the Russian internal market.
Several new industries arose, such as foodgssing, assembly lines for household appliances
and consumer electronics, andriiture. All of them target # Russian market. The market
structure for the furniture industry is typical: only 7% of production is sold within the region
and 10% is exported, while 83% is shippedhe mainland. The SEZ regime, working at the
expense of the federal budget and competitoghiar Russian regions, has become vital for the
regional economy.

The Kaliningrad regional economy has repkchtthe national economic trends since the
beginning of the 1990s. When the Russiaonecy was declining, so was the region’s
economy. As national growth resumed in 1999lirflagrad began to grow too. There is one
important distinction, though. Kaliningrad’sa@mmy reacts to external economic factors with
much greater amplitude thdhe Russian economy as a whole. The higher rate of economic
development is the direct consequence of Kadirad’'s dependence on external factors and the
SEZ regime. The compensatory politics of the special economic regime provided for the revival
of the badly hurt regional economy but the growth rests on the shaky foundations of the
preferences granted by the SEZ, which cannot be sustained in the long run.

The issue of Kaliningrad’'s specialisation htas be viewed in the framework of Russia’s
integration into the world economy and more spedlly in the structue of the Russia’s trade

and economic interface with the EU. Most imant, Kaliningrad is becoming more and more
integrated into the European economy throughgetsgraphical position and the enclavity factor.
Kaliningrad-related integration processes are fpeific and differ in many respects from both
its immediate EU neighbours, Poland and Lithuania, and from the ‘typical’ Russian regions.

Several processes, engaging a variety of acémescrucial for Kaliningrad. The pivotal actors
exercising decisive influence on Kaliningradsonomy are Russia (more exactly, the Russian
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federal government) and the EU (Figure 1.3). Ifhae to pinpoint the most important player in
Kaliningrad's future, it would undoubtedly beettRussian federal centre. Regardless of the
region’s detachment from the mainland, Moscdefines the course Kaliningrad follows.
Moscow affects its influence in a multitude ofwga One instance is the federal legislation on
the SEZ, which contains specific provisions for the region. Another tool is the federal
government’s financial and economic polici@szluding financial transfers and the Federal
Target Programme. Since 2005, with governonsg@ominated by the president, the direct
policy influence of Moscow at the regional level is even greater. Conversely, Kaliningrad has
very limited leverage with either Moscow or the EU member states.

The EU can influence Kaliningrad’'s affairs in seal ways, too. First, EU-Russian agreements

on Kaliningrad-related matters such as passeageércargo transit are pivotal for the enclave.
Second, the EU provides direct economic assistance to the region. Third, its member states,
notably Denmark, Sweden and Germany, cohdwependent programmes of cooperation with

the region. Finally, the position and deeds @&f #ajacent countries, Poland and Lithuania, are
central to border cooperation and border economics.

The fact that Russia and the EU are decisig®drs in Kaliningrad’'s development correlates
with the observation of EU-Russian econonmd @olitical relations as the framework in which

we have to view the prospective developmenthefregion. This stance also corresponds fully
with the theory of enclaves and its framewardkrelations in the triangle consisting of the

mainland, the enclave and the surrounding state.

Figure 1.3 Main actors and mechanisms in Kaliningrad’s foreign trade regime
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1.6  Kaliningrad’s society today

Despite the fact that this report is predioamtly devoted to economic issues, a brief
introduction to Kaliningrad’s societal background may be beneficial.

The present territory of the Kaliningrad region was completely emptied of its German residents
after World War Il. Those who did not leave tiegjion earlier and who survived the winter of
1945-46 were deported to West Germany in 1946-48; the very last East Prussians left the
Soviet Union in 1950. In their place, the region was filled with a breavd Soviet population.

The resettlers came from twenty regions a¢ Russian Soviet Fedeéed Socialist Republic
(SFSR), seven regions of the Byelorussian SEfRthree autonomous republics. The resettlers
from the Soviet Union arriving in Kénigsberg/Mitangrad in the second half of the 1940s met a
new world. The land seemed alien. People felt ey were ‘abroad’, that ‘other people’ had
lived there. It led to the formation of doutsider’ complex among the new population of
Kaliningrad, with a prevalent feeling of beittgmporary’ on this land. These complex feelings

led to two consequences. First, it caused a strong flow of returning migration when people left
Kaliningrad and returned to their regions olocated elsewhere in the Soviet Union. Almost
40% of those resettling flethe region in 1948-5(Kostyashov, 1996, p. 83). Second, it had
consequences for the economic developmenhefregion. There was a certain hesitancy in
settling down for good. Kaliningrad was economicalgglected during the first 20 years of its
Soviet history. Only well in the 1960s did the Kaliningrad region receive a flow of capital
investments in its economy, city infrastructure, housing, etc.

Enclavity results in a social identity that \@sifrom the typical one in Russia. The difference
between all-Russia and the Kaliningrad regiosubstantial. Local identity and attachment to

the local community and the region is more impatrfar the inhabitants of Kaliningrad than for
Russians in general. Among those polled, 32df%aliningraders described their identity as
predominantly local and 28% chose regioidgntity as being most important (‘I am a
Kaliningrader”), totalling 60.2% (Table 1.8). bontrast, only 24.6% held national identity as
being more important, half the Russian average of 49%. The structure of identity is therefore
closer to that in countries of the Western world than to Russia.

Table 1.8 Comparative structure of identities (in %)

Region, state  Local community Region  Country Europe World Do not
(city, area) as a whole know
Kaliningrad 32.2 28.0 24.6 2.6 6.6 5.5
Russia 17.0 17.0 49.0 2.0 11.0 4.0
For reference
us 36.7 12.8 30.2 na 154 1.9
Canada 30.2 15.9 38.9 na 9.2 25
Great Britain 38.8 16.1 30.9 25 9.2 25
France 40.0 13.6 27.5 7.8 9.8 1.3
Italy 40.6 11.0 27.5 4.8 14.5 15

Source Chabanova (2002).

Another survey reveals public opinion about ttegion’s future. The following answers were
received in response to the question “Which option suits you the best?”

x  Theoblastshould have equal rights with other Russian regions (21%).

x  Theoblastshould remain a Russian region, but have a special status (38%).
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X  The oblast should remain a Russian region, ladt under its own laws (China—Hong
Kong model) (19%).

X  Theoblastshould become an independent state (5%).
X  Theoblastshould be returned to Germany (3%).

x  And finally, 14% found it difficult to choose (Kaliningrad Sociological Centre, 2002, p.
10).

The first surveys at the beginning of the 1990s showed 10 to 11% support for independence
whereas later surveys showed (and keep showing) lower figures. The survey of 2002 described
above showed that 8% of the inhabitants virefavour of Kaliningrad going away from Russia,
either by acquiring independence or being ‘retdinto Germany. The majority supposed that

the best option for Kaliningrad would be to remaiRussian region, albeit with a set of specific
rights beyond those of an ordinary Russiagion. Two major consequences follow from the
results of the surveys. First, popular supportsiecession in any form is minimal. Second, the
majority of the population, while thinking of Kalirgrad as an inalienable part of the Russian
Federation, would still welcome a special statustlfi@ region. This could be either a specific
economic status (SEZ) or greater politicalcauamy (for example, as a republic within the
Federation instead of an ordinawplas). Nevertheless, the crucial point is that the population
wants Kaliningrad to remain Russian. To emesiRussian sovereignty over the region, its
residents speak in favour of the preseof the Russian military (Table 1.9).

Table 1.9 Public opinion inthe Kaliningrad region on the presence of the Russian military
forces (in %)

Military forces and armaments in the region... 1993 1994 1996 2000 2002
Should be increased - - 13 18 19
Should remain as they are 32 55 70 62 56
Should be decreased 41 24 13 10 8
The region should be fully demilitarised 20 16 1 2 1
No answer 7 5 3 9 16

Source:Kaliningrad SociologicaCentre (2002), p..7

The discourse on the presence of the militaoyresponds with the public discussion on the
renaming of the city. Despite a certain diseomt with the fact that the city's name
commemorates Mikhail Ivanovich Kalinin (Vinokar, 2003b), one of Stalin’s loyal men, 70-
80% of the city’s residents are against the oiyacquiring its old Genan name, Konigsberg,
as they fear a ‘creeping re-Germanising’ of the region.



Chapter 2
Structural characteristics of economic transition

2.1 Structural shifts in  the distribution of GRP

What have been the structural characteristicscohomic transition in the Kaliningrad region so

far? The answer to this question is essential if we want to understand the essence and dynamics
of the current regional economy. The structure of GRP and employment, the dynamics of
industrial output, and foreign ardterregional trade are key issues for the investigation of the
composition and orientation of the regional ecoypoithis chapter considers the major shift
Kaliningrad has experienced in moving its spksddion towards the tertiary sector and a new
industrial specialisation based an intermgdrale in EU-Russian trade relations.

The break-up of the Soviet Union had grave economic consequences for the whole of the
Russian economy. As Kaliningrad’s closegtddours (Lithuanian, Belarus and Latvia) became
foreign states, the exclave wa$ hardest because of its territorial detachment. The trade and
production patterns of the Baltic States in particubere re-oriented towards the West. At the
end of the 1980s, Kaliningrad was fully inteted in the Soviet economy. These ties were
broken at once. The regional economy plunged diet®p crisis, with the volume of industrial
production falling by 70% in the 1990s.

The 1998 crisis became a turning point fogiomal economic development. Gross regional
volume in current market prices grew rapidiytire subsequent years. The GRP grew by 6.8%

in 1999, 14.4% in 2000, 6.0% in 2001, 9.5% in 2002, 11.5% in 2003, 12.3% in 2004 and 13.5%
in 2004. Thus, annual growth averaged 10.6% in 1999-2005. Figure 2.1 gives an idea of the
GRP dynamics during the transition period. Data for Russia is provided as well.

Figure 2.1 Russia’s GDP and Kaliningrad's GRP in 1995-2006, annual changes (in %)
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Note 2006 data is preliminary.

Overall, Kaliningrad’'s economy follows Russiatonomic trends, declining or rising as
Russia’s does. The only exception in the lagtade was in 1997, when Russia was balancing
on the verge of positive figures for the first timmethe 1990s, whereas Kaliningrad was still on
the decline. Yet even the discrepancy of 1997 maexplained plausibly by a time lag, with
which Kaliningrad follows the all-Russia trend.

|31
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The comparison of the economic trends in Ruasih Kaliningrad reveals an important feature.
While following the all-Russia economic trend, thectuations of Kaliningrad’s GRP are more
intense. They repeat the Russian ‘sign’, pkis or minus, but with greater amplitude. For
example, while in 1995-96 the Russian economy declined by 3-4% per year, Kaliningrad was
still in full collapse, with the gional economy contracting annually 15% on average. In fact,
Kaliningrad’s industrial productiohad fallen to 29% of its 199@vel by 1999; the industrial
production of the country had fallen to 51%tlé 1990 level by the same year. Yet when the
Russian economy began growing in the afternoatine 1998 crisis, the Baltic enclave grew on
average one and a half times faster thamtlainland (10.1% against 6.8% in 1999-2004).

The economic crisis of the 1990s was characterised on the one hand by the sharp decline of the
relative share of commodity production (maattiring and mining, agriculture, construction

and forestry). On the other hand, the rekatshare of services in the GRP structure grew
continuously. As a result, Kaliningrad’s GRIPusture was transformed within the decade and it
began to resemble the typical structures of nueneeloped states. This resemblance should not
mislead observers, because it was reached by a more rapid decline of the industrial component
combined with a slower decline of the servicenponent rather than by a natural post-industrial
growth of services. In terms of transition economics, the transformation processes in the
Kaliningradoblastin the 1990s were more a collapse of industry than a growth of the services
sector. Smorodinskaya & Zhukov (2003) take aisg@adlly critical view towards the structural

shift of the 1990s:

[Bly the second half of the 1990’s, Kaliningrad’s economy acquired industrial proportions
closer to those of advanced economies wherddttiary sector prevails. However, a more
detailed examination reveals that thigpprochementis merely formal and that in
Kaliningrad, a shift towards [a] service-based economy had nothing in common with
progressive post-industrial changes in developed economies. First, this relative expansion
of services was accompanied by a contractibelectric power, ming and manufacturing,

and construction, in other words, by the de-industrialisation of the local economy in its
post-soviet version. Secondly, the comparativewth of the servicesector took place
under a continuing decline in the GRP, adlwas in the output of every sector of the
economy. This means that it was based not one@matetl growth in services, but rather on

a slower decline in the tertiagector than in the primary and secondary sectors. Thirdly,
there was a shift towards trade and other servidtn the tertiary sector, while the share

of transport and communication in the GRBRanged within the limits of statistical
discrepancy. In short, the shift towards [thertiary sector was related to an overall
industrial decline and to the hyper-growth of import intermediation services under this
period of declindibid., pp. 24-25).

By and large, the economic transition ok tlocal economy can be split into two clearly
distinguishable periods, 1991-98 and 1999 onwakdsording to Smorodinskaya & Zhukov’s
view based on the 1999-2001 data, the firstogeof de-industrialisation and services growth
was replaced by a partial re-industrialisatiomdrén 1999 (2003, pp. 23-25). While true for the
starting years of the second period, this obsemaloes not hold for the whole of the six post-
1998 years. The annual industrial growth ratehie five years after the 1998 crisis averaged
14.8%. Industrial growth as the engine dajiomal economic development was accompanied by
12.4% of average annual growth in constuttiand 9.0% in transportation. Despite rapid
industrial growth pushing regional growth, it didtmesult in a relative re-industrialisation. It
could rather be said that Kaliningrad's GRRg@rved, overall, the proportions reached by the
end of the 1990s. Industrial growth triggeredubsequent expansion transportation, which
managed to retain its traditional 9% shargha GRP. Trade, riding on the wave of overall
growth and accelerating domestic demand, mahagere-acquire the share that had been
partially lost in 1999-2001. Furthermore, the combined power of industrial growth and
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domestic demand was responsible for a true construction boom. The share of construction rose
from 4.9% in 1999 to 9% in 2003, a trenattis unlikely to subside (see appendix I).

The weight of goods in the GRP structure2B03 made up 42%, whereas services accounted
for 58%. Industry had the largest relative weighthie GRP structure (26.1% in basis prices in
2003). Industry was also the most productive ecoaamctor (26.1% of output and 18.9% of
employment). Construction (9% and 7.8%, extjvely) and transportation (9.2% and 8%,
respectively) enjoyed productivity among average levels, too. On the other hand, agriculture
was stricken not only by low absolute but alsw relative productivity, as it produced 6% of
GRP while employing 10.2% of the workforce in 2004. The productivity of the catering
business, the largest service sector, was sligibyve average (18.8% and 17.3%, respectively).

2.2 Shifts in employment

Manufacturing and mining is the leading sectar émnployment despite the fall of its share
through the years of transition (employing 18.8%the workforce in 2003). The rapid rise of
industrial output is not accompanied by a compaedtivapid rise of employment. It is rather

the consequence of increasing labour productivitthe industry. Trade and catering are still

the major sources of employment with 17.3% of the total. Agriculture, which employed more
than 50,000 workers in 1990, saw declines to 45,000 in 1995 and 40,000 by 2000. The drop
finally halted in 2003, in which employment was42,500 persons (10.2% of the workforce).
This change signals both the end of the deep crisis in agriculture and the insufficiency of
productivity gains in the sector. Education employs 8.8% of workforce. The significant level of
employment in education is judged an indication of abéast's competitive advantage in a
qualified labour force (TACIS, 2002a, p. 13); but it might also suggest low productivity in the
provision of educational services, since it results in a mere 3.8% of GRP. Transport employs 8%
of the active workforce. Finally, the public secemploys 7.2% of the workforce, up from 3%

in 1990. There is a consensus in transition economics that the rise of employment in the public
sector represents a social defence mechardgainst unemployment through the years of
transition. This view is confirmed by the Kadligrad data. Having reached its peak in 2000,
relative employment in the public sector stabilised at the beginning of the 2000s; yet so far, it
has not begun to decline.

The unemployment figures jumped to some 1iB%he 1990s. They began falling after 2000
(9.6% in 2001, 7.1% in 2002, 7.5% in 2003, 6.4% in 2004 and 5.9% in 2005). The 2004 level,
6.4%, is considered socially and economicalceptable (Table 2.1). The statistics can be
misleading, however, because the shadow ecoramted as an efficient social net during the
crisis period. Actual unemployment in the 199Gas most likely less than the official data
might suggest. Unofficial employment and self-émgment was markedly higher in retail trade

and border trade activities than in industry. The 2000s have been characterised not only by rapid
growth and consequent job creation but also leypidrtial reappearance of formerly ‘grey’ jobs

in the legal playing field.

For the most part, the structural transition tarms of employment seems to have been
completed by 2000. The 2tentury has so far brought ordynall changes. The one exception
is trade, the relative share of which is dedghbwing to a rise in labour productivity. The retail
trade sector has quickly become more civilised more efficient as the share of super- and
hypermarkets, malls and larger shopping ceriessgrown. Small trade and border trade have
declined, the latter partially owing to the strdregting of border controls after the Polish and
Lithuanian accessions to the EU. By 2003, 63.2%efworkforce was employed in the tertiary
sector, 10.2% in agriculture and 26.7% nmanufacturing and construction combined (see
appendix I). Again, the redistribution of labamong primary, secondary and tertiary activities
was largely completed by 2000.
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Table 2.1 Active workforce and unemploymengls according to ILO methodology
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Economically active 490.8 494.2 465.9 4744 491.7489.3 446.3 488.0 502.0 - -
population
(thousand)

Unemployed 453 688 534 79.0 76.6 752 428 350 380 - -
(thousand)

Unemployment (%) 9.2 13.9 115 7T6. 156 154 9.6 7.1 7.5 6.4 59

Source KRCS (2000, 2004 and 2006).

2.3  Transformation of industry

By the time of the break-up of the Soviet Union and the beginning of the lengthy economic
transition period, the economy of the Kaliningralolast was fully integrated into the Soviet
economy. In 1990 industry comprised an impuairtgBpod-processing sector (39.4%, above all
connected to fishing) as well as a strong wagndp and paper sector (10.1%). The shares of
metal-working and machine-building correspondedhi® Soviet average, while the shares of
the fuel and energy sectors were substantially lower (Figure 2.2).

Figure 2.2 Share of industries in the total industrial output, 1990-2003
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After almost a decade of crisis, followed Isgveral consecutive years of fast economic
recovery, the region arrived at a seeminglyikir industrial composition. Machine-building

and food-processing remain two industrial maigstwhile the wood, pulp and paper sector is
also still important. Yet, the apparent simiigs of 1990 and 2003 can be misleading. All of the
regional industries underwent serious or e¥vendamental restructuring hidden behind the
broad definitions of sectors. Machine-building has changed completely. Most of the machine
production of the Kaliningradblastin the Soviet period was actually mechanical engineering
and goods of the so-called group ‘A’ (that égpital goods), in contrast to the consumption
goods of group ‘B’. Only a fraction of these manufactures managed to survive the crisis. They
were replaced by household electronics, sashTV sets, vacuum cleaners or refrigerators
assembled in Kaliningrad. The food-processimdustry has undergonepaofound change, too.

The role of fisheries and fish processing haktirely speaking, decled, although it remains
significant. While food processing was completely based on domestic sources during the Soviet
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period, it is largely based on food imports now. Finally, the pulp and paper industry has moved
towards producing higher value goods (that isyimg from cellulose to paper and paperboard).

About 60% of the industrial commodities curtly produced are new ones for the region.
Kaliningrad has become the major supplier of TV sets and vacuum cleaners to the Russian
market. The region’s share is substantiabuch foodstuffs as fish, canned meat, canned fish
and alcoholic beverages. A brand new furnitgextor has been established with 5.7% of
national production. The only traditional sector (apart from fisheries) that remains important is
pulp and paper.

Industrial output has grown sharply since the 198%sc(Figure 2.3). The initial stimulus was
the rouble’s devaluation and the consequent rise of competitiveness on the domestic market.
Industrial growth in real terms has advanced by two-digit figures, close to 20%.

Figure 2.3 Industrial production: The 19968sis and post-1999 rebound (in % to the 1990s,
i.e. 1990=100%)
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Source:KRCS (2004 and 2006).

Growth in physical terms was 3.9% in 1999; it culminated in 32.4% in 2000 and kept growing
in subsequent years to 12.9% in 2001, 10ia%2002 and 14.8% in 2003. Comparisons of
figures for growth of physical volumes of prodioo and for industrial growth in real terms
testify that the regional industrial output istramly growing quantitatively but also changing
qualitatively, since the growth in real terms eads the growth of physical volumes every year.

Some important characteristics of the curreatesbf Kaliningrad’s industry and its dynamics
over the last few years are presented below.

X  Leading industries can be clearly divided into two groups, those that are oriented towards
exports and those that focus on import sultitu The first one is represented by the
extraction of oil and by the wood, pulp andpasector (with some reservations since a
smaller portion of the latter sector's production reaches the Russian market, too). The
second group comprises the food-processing;hma-building and furniture industries,
which sell their output mainly on the Russian market. Just a fraction of their output targets
either the local market or the EU market.
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X Another way to approach the current indiaststrongholds of the region would be to
distinguish the old sector, inherited from the Soviet era, and the new sector. The old
sector includes both export-oriented firms (fustoholic beverages, pulp and paper) and
firms that produce for the Russian marked ananage to prove their competitiveness. Yet
many enterprises of the old sector have dedaheir activities and now simply serve as
production spaces for new manufacturers. Thepganies that were established in the
transition period work mostly for the domestic Russian market. They have, on average,
very high growth rates. For example, gtbwn machine-building averaged 41.3% in
1999-2004, which allowed the industry tocegd the initial level of 1990. Growth in
another dynamic industry, meat-processingraged 28.7% in the same period, while
regional industry grew by 16.3% on average (Usanov & Kharin, 2005).

X Import-substitution industriesave grown dynamically whereas the export-oriented ones
have stagnated or grown only slowly. éall, traditional exports possess little potential
for growth. Two branches — pulp and paper, and fishing — have reduced their production.
Pulp and paper firms have few capacitiesifmreasing their production owing to a lack
of raw materials, compared with the cafias in other regions of the Russian North-
West. The Atlantic fishing industry also hpsor prospects. In the 1990s, two-thirds of
fishing vessels were sold to foreign corparas or re-registered in foreign ports with a
more favourable taxation regime (about 7#@éaand middle tonnage boats were assigned
to the Kaliningrad ports in 2001, vs. 2001890). Oil production dwindled in the 1990s
but managed to rebound to its 1980s level following the beginning of sea-bed oll
extraction. Finally, the mining of amber has reduced from 800 tonnes to 300-400 tonnes
per year (Samson, 2000b, p. 153).

X  The structure of industrial production in the Kaliningoddastis relatively undiversified.
Indeed, the current industrial structureafures even more specialisation and less
diversification than the Soviet one. Two leading sectors, food processing and machine-
building, produce 60% of industrial outpubu¥ leading sectors (the two above plus pulp
and paper and fuel) are responsiiole82.7% of industrial output.

X An analysis of the industrial structure leadshe conclusion that the region managed to
develop industries in which it had already spksea in the Soviet era. At the same time,
the traditional sectors have experiencedfqund qualitative changes internally and
switched to new products.

X Moreover, one can trace the continuity mflustrial specialisation from the East Prussian
economy. In fact, the food-processing, wood @ulp and paper as well as the machine-
building sectors were all establisheat the beginning of the ®0century. They
characterise the exclave economy of East Prussia during the time of the Weimar Republic
as well as the exclave economy of Kaliningrad in the 2000s.

X A relatively large share of industrial outputgsll in the black market. The size of the
shadow economy in regional industry wastimated by experts at 28.5% in 2002
(Samson, 2002).

X  The total consumption of fuel and energy resources grew 12.3% in 1999-2003 and
consumption of electricity grew by 26.7%afle 2.2). Energy needs were satisfied by
energy supplies from Leningrad Nuclear Power Plant. Although total energy consumption
has grown because of the rapid industrial growth of the regional economy, the energy
intensity of the industries actually declined over 1999-2003, although not as sharply as it
might appear. After inflation adjustment based on the KRCS index of prices for industrial
production (77.8% over 1999-2003), it seems that the rate of fuel and energy use by GRP
unit fell by 21.5% in comparable prices oveuf years. The rate of electric energy use
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fell significantly by 40% and the rate of heating use fell by 21%. These figures allow us to
conclude that Kaliningrad's industry has become less energy-intensive in the years after
the 1998 crisis.

Table 2.2 Consumption of fuel and energy resources

Total changes in
energy consumption
and intensity,
inflation-adjusted (%)
1999 2000 2001 2002 2003 1999-2003

Consumption

Consumption of fuel and
energy resources (thousand

tonnes of standard coal) 1,108 1,170 1,223 1,255 1,244 +12.3
Incl. heat (thousand Gceal) 4,375 4,766 5,204 5,457 5,542 +26.7
Electric energy +20.5
(thousand kwh) 2,846 2,980 3,212 3,256 3,429
Intensity

Rate fuel and energy use by
GRP unit (kg of standard

coal/thousand RUB) 68 48 37 31 30 -21.5
Incl. heat

(Gcallthousand RUB) 027 0.19 0.16 0.13 0.12 -20
Electric energy

(kwWh/thousand RUB) 0.18 0.12 0.10 0.08 0.06 -40

SourcesKRCS (2004), author’s calculations.

X At this point, one should mention the cruaiaele of the SEZ regime in current state of
industrial development. Regional industry has re-oriented itself over the last decade to
take full advantage of the SEZ preferences. The leading industries, food processing and
machine-building, are to a great extent basedhe preferences, such that they might not
survive if these were taken away.

2.4  Common misunderstandings about investment dynamics

Before starting to discuss the issues of investire preliminary remark on comparisons of the
Kaliningrad region with its neighbours is noteworthy. In recent years, such comparisons with
Poland, Lithuania and developed European countries have multiplied (TACIS, 2002b;
Smorodinskaya & Zhukov, 2003; Liuhto, 2009hese statements paint a disastrous picture.
One should always keep in mind however tKatiningrad, unlike its neighbours, is not an
independent state. While, for example, allastment from outside Lithuania is identified as
foreign in Lithuanian national afistics, this is not the case with Kaliningrad, which can attract
foreign capital and Russian capital from the mainl&bssian investment is extremely difficult

to grasp statistically. It is evident, thoughattlits volume vastly exceeds the volumes of foreign
investment. Although foreign investment in 2003 was $56 mn, it is perfectly feasible that the
inflow of Russian capital could well be in@ss of $200 mn. For example, Lukoil invested at
least $100 mn in its own oil terminal in Svetly. This investment alone is double the annual
inflow of foreign investment. In effect, thessstimations profoundly change the picture of
international comparisons.
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The dynamics of investment activity in thegien generally coincide with the cycles of
economic growth. A sharp decline in directéstment began in 1991 and lasted until 1998. As

a result, annual direct investment fell to orfehfiof the level of the late 1980s. Since 1999,
investment activity has been on the rise. Increased investment is both a source and a
consequence of economic growth (Table 2.3).

Table 2.3 Investment dynamics, 1995-2003 (in % to previous year)
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Capital
investment 69.7 674 943 87.0 1223 1645 103.1 122.2 150.5122.7 105.6

Foreign
investment 264.2 147.2 47.9 348.7 46.4 104.8 128.3 1944 117.8 110.0 121.7

Source KRCS (2004 and 2006).

Foreign investment, according to theory, is beneficial to the regional economy in a variety of
ways. Not only does it bring in technology, it also generates well-paid jobs and large industrial
outputs. Companies funded by foreign investamet characterised by rising employment, an
increasing share in the total amount of labour costs (higher wages plus more transparency) and a
growing share of investment (Table 2.4). Unfortunately, the overall investment structure retains
the (unhealthy) quality of being short-term. SkHerm investment (77.9% of the total) is
roughly four times as large as long-term inwestit (22.1%). As previously noted, a
considerable proportion of capital flows inifinanainland Russia, especially from Moscow, the
dominant financial centre in Russia. The KR&&tistics on investment possess only limited
value for two main reasons. First, they only take account of medium and large enterprises (small
firms and informal activities are not covered). @ut, a large percenta@é investment is not
registered because the accumulation of maters@ta®ften takes place in the form of leasing or
temporary use. Nevertheless, the available segistiow us to estimate investment activity in

the region as being above the Russian averagerdgion’s share in all-Russia investment was
0.68% in 2003, compared with 0.38% of industrial output and 0.66% of the population.

Table 2.4 Main performance indicators ofngpanies with the participation of foreign direct

investment

1999 2000 2001 2002
Number of acting companies 325 336 333 374
Share of the number of organisations (%) 1 1 1 1
Output of products or services (RUB mn) 2,670 4,180 5,654 7,833
Staff (thousand persons) 7.6 8.6 11.6 16.1
Share of the total number of employees (%) 2 2 3 4
Labour payment costs 170.7 324.8 561.1 971.9
Share of the total amount of labour costs (%) 3 5 6 7
Investment in fixed assets (RUB mn) 1455 381.5 316.7 1,039.2
Share of the total amount of investments (%) 6 8 6 16

Source:KRCS (2004).
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Although having stated that direct comparisavith the neighbouring countries on foreign
investments are unjustified, it is by no means contested that the current state of affairs is
unsatisfactory. Having reached $39.4 mn in 198&ign investment fell to $18.3 mn in 1999.
Then it began growing ($19.1 mn in 2000, $24.6 mn in 2001, $47.7 mn in 2002, $56.2 mn in
2003, $61.9 mn in 2004), reaching $75.3 mr2@05 (Table 2.5). Despite such growth, the
volume of foreign direct investment (FDI) remains quite small. Moreover, the structure of
foreign investment flows is unsatisfactory too. It is well known that the most ‘valuable’ foreign
capital from the vantage point of economic develeptis portfolio investment and FDI. Direct
investment brings about innovations in both teshgical and managerial terms. Enterprises
created on the basis of FDI tend to generate positive externalities. They bring new technologies,
improvements in employees’ training and the digwment of auxiliary industries and services.
Portfolio investments possess a higher cumwdawifect as well. They imply the foreign
partner's involvement in management, whican bring about the benefits of strategic
partnership, supplementary investment, mafficient management and more efficient
marketing abroad. FDI dominated the foreigmastment structure until 1998. For example, it
made up $21.5 mn of a total of $23.5 mn in 1988er the crisis, the weight of FDI fell
drastically. In 2003, it formed just a quarter ($14.0 mn) of the total of $56.2 mn. The rest is
mostly short-term crediting of imports. As for potid investments, their role has always been
negligible in the region.

Table 2.5 Foreign investment (in $ mn)
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Foreign
investment,
total 16.0 235 11.3 394 183 191 246 47.7 56.2 61.9 75.3

Including
EDI 127 215 106 9.2 4.1 6.6 3.2 5.9 14.0 22.4 18.8
Portfolio
investment 0.7 0.6 0 0 - - - 0 0 4.9 1.3

Other
investment 2.6 15 0.6 30.1 142 125 213 418 423 34.6 55.2

Source:KRCS (2004 and 2006).

By country of origin, the structure of investnt accumulated in the Kaliningrad region is
highly concentrated. As of 2002, 10 leadioguntries supplied 93.8% of total accumulated
foreign investment and 68.3% of this volume belonged to four countries: the UK, Poland,
Lithuania and Germany. By 2004, the picture lshanged, as Cyprus became the undisputable
leader with 40%, followed by Germany (12.h%he UK (9.4%), Lithuania and Poland (both
6.2%). Such fluctuations are not extraordinairce total volumes are quite modest and one or
two larger projects (or one of the investordlipg out capital) can result in the major changes
reflected by the statistical data.

Four distinctive features epitomise the origingha foreign investment in Kaliningrad: a large

share of offshore capital, a relatively smalbush on the part of the EU-15, practically non-

existent investments from the Scandinavian coesmiand a relatively large share by Poland and
Lithuania.

In considering each of these features in more detailturn first to the large share of Russian
capital that is disguised as foreign investment. Offshore territories are playing a significant and
expanding role in investing in the region. In 2001, the share of explicit offshore capital
(including that from the British Virgin Islandshe US Virgin Islands, the Cayman Islands,
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Cyprus, Liechtenstein and the Marshall Islanilsthe cumulative total of FDI was 18.3%
(TACIS, 2002b). In 2003, Cyprus alone was resjimador 40% of foreign investment in the
region (see further information in appendix l)egumably, a very large share of offshore capital
represents Russian capital and some of the SRidish and Lithuanian capital flowing into the
region. It is clear that, under the mask of lffie companies, domestic capital that had left
Russia and the former Soviet Republics earliertigrnéng. In the two last decades of the past
century, banking systems in Austria, the UK and Ireland (as well as in Switzerland, the
Netherlands, Belgium and to some extentSweden) were used for accommodation of the
Russian capital. For this reason, we can assual probability that much of the foreign
investment that is formally Austrian, Britishjsh, Swiss or Scandinavian, is concealing the
return of domestic capital (TACIS, 2002b; Smorwtiaya & Zhukov, 2003). It is unlikely that
capital of random and mostly doubtful origin will bring new technologies and advanced
managerial skills to the region. As a ruleinjoenterprises with offshore capital are unable to
offer technological support for critically required modernisation of production facilities.

Second, the cumulative total of FDI from the EU-15 is less significant than might be assumed in
view of geographical proximity. Less than one-third of FDI originates in the EU-15, with
Germany and Austria leading the pack.

Third, it is peculiar that investments from tBeandinavian countries are at an extremely low
level. As a result, the Kaliningrad region is adju@xcluded from the inter-firm division of
labour that is emerging in the Baltic region, fuelled by the activities of Scandinavian and
German corporations (TACIS, 2002b, pp. 30-3yrthermore, in recent years the modest
presence of Scandinavian and German capital is weakening in absolute and relative terms.
While exceeding 20% in the 1990s, accumulatedctlimvestment from Germany declined to
12.6% in 2001 and remained on the same level in 2002—-03.

Fourth, against this background, the weiglitinvestments from Poland and Lithuania is
significant. In 2004, Lithuanian companies invested $36.6 mn in the Kaliningrad region, or 21%
of the total Lithuanian investment abroad. Oa time hand, it is clear that capital of ex-Soviet
and Russian origin is often disguised as Polish or Lithuanian. On the other hand, Polish and
Lithuanian companies are investing in Kaliningtadensure better access to the market of the
Russian mainland for the sale of their products.

Thus, the foreign investment structure igheast unfavourable from the point of view of
economic development and the modernisatiothefregional economy. It reflects the virtual
absence of large-scale industrial projects financed by foreign capital.

That being stated, there are instances in Wwharge foreign investment is disguised. The
example of theProdukty Pitaniya[Food Stuffs] company is characteristic in this respect.
Founded in 1994 by Croatian citizens, this fiobegan by importing chicken legs to Russia. In
1998, using their knowledge of the Russian market, the company started construction of a
factory for the production of frozen chickemsdinished products and canned food under the
‘Golden Cockerel' trademark. The successful implementation of this project allowed Food
Stuffs to open the second stage of the factory in 2003 and to start the construction of the third
stage, this time, for producin@el’'menis(a ravioli-like Russian specialty but more generous on
meat) and ready-made frozen lunches. The company managed to receive funding from the
European Reconstruction and Dy@nent Bank, which in turn received a 27.5% share of the
company. Altogether, from 1998 to 2003, the company invested approximately $36 mn. The
production process is based on the use of itedochicken meat (from China and Brazil);
therefore the influence of the enterprise on adjrical production in the region is insignificant.

This example also illustrates the imperfection of the accounting of foreign investments. In spite
of the fact that Food Stuffs is the largest pevagcipient of investments from Croatia in Russia,
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Croatia is missing in the list of investaountries in the Kaliningrad region (EU-Russia
Cooperation Programme, 2004b, pp. 16-17).

2.5 The 1998 monetary crisis and Ka liningrad’s dependence on Russian
economic trends

Short and medium-term consequenaiethe 1998 rouble devaluation

The financial and monetary crisis of August 1998 hit the whole of Russia hard. Kaliningrad's
specific reaction to the crisis is connected ® éxclavity factor. It fully corresponds with the
notion of enclave-specific vulnerability. rieie Kaliningrad’s economy was already highly
dependent on foreign trade flows (as the SEZ began to unfold), it was also highly sensitive to
the exchange rate of the rouble. That is why é@rozacted to the financial crisis of 1998 in four
ways:

1) Prices jumped twice as much as in most Russian regions (Samson, 2000a, pp. 8-9).

2) Production decreased by 9.5%, which wascimgreater than in Russia on average (-
1.9%).

3) Foreign trade flows fell by 25% in one yedihe total foreign trade turnover decreased
from $1,617 mn to $1,207 (Table 2.6). In pkathe foreign trade gap grew owing to
diminishing imports.

4)  Also, foreign investment dropped becauseoeérall economic instability and a general
decrease in economic activities, declining fr§89.4 mn in 1998 to $18.3 mn in 1999,
i.e. by more than half.

Table 2.6 Impact of the 1998 crisis on foreign trade

Year X+M X M X-M

($ mn) ($ mn) ($ mn) ($ mn)
1998 1,617.2 429.3 1,187.9 -758.6
1999 1,207.7 383.6 824.1 -440.5
2000 1,403.2 519.0 884.2 -365.2

Note: X = export, M = import, (X+M) = total foreign trade turnove) ) = foreign trade balance
Source of primary dat&KRCS (2001).

Exports did not take off — and even slightigcreased — because of the unfavourable climate on
world commodities markets, in particular low oil prices. Imports decreased drastically, falling
from $1,188 mn in 1998 to $824 mn in 1999, or by 30.4%. Although the foreign trade balance
benefited because of this, it can hardly be judged a positive consequence of the 1998 economic
shock.

The fourfold reaction described above took place in a small period of time (1998-99), or within
one year following the crisis. In the mediuerm, the strong economic recovery followed,
triggered by the rouble’s devaluation. The deaton of the rouble served as the foundation of
the strong rise of import substitution, whit¢tas become Kaliningrad’'s primary economic
engine in the 2000s. In other words, the 1998<chiad short- as well asedium-tem effects.

In the short term, the most noticeable effect aaprices, since the cost of imported goods rose
steeply. The effect was strongian Russia’s average, since, owing to the SEZ regime, the
local market was saturated with the completege of imported prodts; from foodstuffs to
consumer electronics.
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Over the long term, according to the economic thexs the ‘J curve’, the effects might have
been twofold:

x  Exports might have been promoted thamitsthe new competitiveness gained by the
depreciation of the exchange rate of the reuffhat being stated, this had not been the
case following the 1998 crisis, which calls for a more comprehensive explanation.

X Opportunities would have arisen for import substitution.

As the situation has evolved, the desigrhaf SEZ regime explains why the regional economy
used the second opportunity and completely ignored the first one. The SEZ had promoted
import substitution implicitly but very stronglyn addition, the strong rise of the domestic
Russian economy on the whole and the expansf domestic consumer demand reinforced
opportunities for Kaliningrad-based businesses. @mother hand, the resource-oriented nature

of Kaliningrad exports held only a limited growplotential. The development of the new export
industries was depressed owing to the abundant business opportunities in import substitution.

By the end of 2003, five and a half yearserfthe rouble devaluation in August 1998, the
annual, real effective rouble appreciation vahsut 6.5%. The Moscow-based Institute for the
Economy in Transition (IET) argues:

[T]he observed rates of appreciation of the Russian national currency do not pose a serious
threat to the competitiveness of Russia’s producers, while at the same time diminishing the
real costs of attraction of foreign capital,parted machinery, equipment and technologies
necessary for technical and technologioaddernization of the Russian economy and
improvement of its products (2004, p. 34).

A heavy dependency on Russian economic trends

It is necessary to dwell on one more external factor of general economic nature, which is of
increasing importance to the special conditions of the Kaliningrad region. It is the strong
dependency of the Kaliningrad economy on gnewth rates of the Russian economy overall.

As noted in section 2.1, a comparison of dynamics in Russia and Kaliningrad reveals a clear
correlation (Table 2.7)While following the all-Russia economic trends, the fluctuations in
Kaliningrad’'s GRP are mor@tense in their volatility

Table 2.7 Russia’s GDP and Kaliningrad region’s GRP in 1995-2004, annual changes (in %)

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Russia -4.1 -3.4 0.9 -1.9 54 9.0 5.0 5.6 7.3 7.1 6.4
Kaliningrad -16.2 -14.2 -4.5 -9.5 6.8 14.4 6.0 9.5 115 12.3 13.0
SourceskKRCS (2001 and 2004) and Kaliningrad Regional Government data

The authors of the "5 Economic Bulletinof the TACIS project on trade and economic
development in the Kaliningrad regionbserve that the growth of import substitution in the
region during the last few years was largebnditioned by general economic growth in the
country and by the upswing of demand, partidulan the part of Russian consumers. This
view is confirmed by the obvious dependenceh® parameters describing the development
rates of Kaliningrad’'s import-substituting sector on the rates of growth of basic Russian
macroeconomic parameters. They provide two figures that illustrate a dependency on the rates
of development of the Russian economy (the xnoebasic industries’ growth rate and a real
rouble exchange rate). While the first figure shows a positive correlation of Kaliningrad’'s
exports to the mainland with Russian indiastgrowth, the second figure shows an inverse

! See EU-Russia Cooperation Programme (2004d, p. 21).
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negative relation of Kaliningrad's imports withe real rouble exchange rate. Yet it can be
argued that it is incorrect to compare the growth of the SEZ exports with Russian industrial
growth. There is no correlation between therkinig into account the commodity structure of
Kaliningrad's outflows (consumer goods). It neskmore sense to look for a correlation with
Russian consumption figures, especially with household consumption figures given in US$.

Figure 2.4 shows the existence of a positiveretation between consumption in Russia, in
particular household consumption, with thdwoe of exports to Russia under Kaliningrad’s
SEZ regime. The SEZ outflows to the Russiaainland correlate better with the total
consumption expenditure for households becafséhe specific nature of outflows to the
mainland — consumer goods.

Figure 2.4 Consumption figures in Russia and the volume of goods delivered from Kaliningrad
to mainland Russia, growth (in %)

5

SN -

20 | / T35 ; —=— Final consumption

g o
E é 1 30 :g expenditure
i) g 15 1 1 255 —— I—busehold final consumption

2 expenditure
g g ol T2 § Volume of deliveries
g e
T 5| - 10
T +5

(o] i i (o]
2001 2002 2003

The volumes of the outflows to the mainland atsorelate closely with total Russian imports
(Figure 2.5). That is not surprising when one takes into consideration that the cost of imports
determines 70-90% of the cost price in Kalgriad's import-substitution industries. Hence, the
same factors determine the mainland’s denmfandmported goods and for goods produced in
Kaliningrad (Usanov & Kharin, 2005, p. 17).

Figure 2.5 Correlation of Kaliningrad’s outflows to mainland Russia and total Russian imports,
2000-04
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2.6  The high share of the shadow economy

The official goal of federal policy on Kaliningd reflected in the Federal Target Programme
(FTP) 2002-10 and in numerous official statements by federal and regional authorities is to
catch up with the@blast'simmediate neighbours, Poland and Lithuania. The importance of this
goal is stressed not only from the vantage point of economic development but also as a political
condition of Kaliningrad's development as an gred part of the Russian Federation. Russian
authorities strive to prevent imbalances in the quality of life that could trigger massive
dissatisfaction and separatism. In view of thislgibas important to find out exactly what the

quality of life in Kaliningrad is in relation tds neighbours. The official statistics should be
supplemented by the assessments of the shadow economy as well as by the calculations at
purchasing power parity (PPP).

The volume, dynamics and structure of the GORPGare by far the most important indicators
of the economy of a country or a region. Thégva us to assess not only the overall state of the
economy, but also the structural disparitiessettoral development and living standards.
Moreover, the GRP is one of the main indicatmyasidered when taking investment decisions.
GRP analysis of this nature is one of thimdamental elements of the social and economic
assessments of the region. There are sewffidulties concerning the analysis, however,
notably the reliability and comparability of the indicator. The problem of reliability of GRP
figures published by the Statistics Office is aclitats turn, it is based on two other problems,
the methodology used by the State Committee fatisics and the distortion of the source data.
While discussing the methodology of the Statsstiffice goes beyond the scope of this report,
available results of scientific research allow tosdeal with the distortions of the source
information. To do this, we have to accounttfte regional grey economy, of which the volume
and boundaries can be estimated by a numbeliffeirent methods. The grey (non-observed)
economy consists of three types of economic activity:

x  informal activities (predominately made up of goods and services that are allowed for
production and dissemination but there is a latkadherence to national legislation,
omissions in the registration of workers, etc.);

X  hidden (underground) activities — those that are allowed by the law, but which are
intentionally hidden from the state to avadher obligatory payments (e.g. taxes and
tariffs) or necessary procedures (e.g. compliance with safety measures); and.

x  illegal activities — those that are prohibited by law (for example, illegal production and
distribution of drugs) or those that aerognised as illegal when performed without the
necessary licensing or registration (OECD, 2000).

The problem is that the grey economy is vital properly accessing the Kaliningrad regional
economy. A further dimension is added by the image of Kaliningrad as a region with a
particularly high volume of grey activities. The first assessment of the grey economy was
performed by the experts of the Russiarrdpean Centre for Economic Policy (RECEP),
specialists of the University Pierre Mendes France (Grenoble) and St Petersburg State
University of Economics and Finance (FINE@ithin the EU's TACIS programme. The
methodology of the grey economy investigatioaswthe Delphi method, which consists of a
number of repeating questionnaires effectivelguiting in the formation of a group opinion on

an issue of interest. The main factorstlod method are the responses given under anonymity
principles, controlled feedback (the experts afermed of the results of the previous round of
the investigation) and formation of a group mapn of experts on the problem investigated.
There were three rounds of questioning inikiagrad, which involved 15 experts from the
region, including the representatives of thgiwaal administration, Regional Duma, Controlling
and Revision Department of the Ministry of Fiica in Kaliningrad, tax police, Federal Security
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Service, the Ministry of Internal Affairs, the regional tax committee, the Kaliningrad city
administration and economists from Kaliningrad State University. Each of the rounds featured a
separate questionnaire with 30 questionstio@ shadow economy overall and on illegal
activities in particular. According to the results of the survey, the average volume of the grey
economy sector was 95% of the official one. Thus, the real volume of GRP after the correction
was estimated as almost twice as large as the official GRP figure. The shadow GRP’s structure
at the stage of creation and utilisation is illustrated in Table 2.8.

Table 2.8 Composition of the shadow economy

GRP elements ;2%;?}%2? GRP elements eslziazgnc;f(g%n

Final consumption 48.0 Payments to the wage-earners 31.0
Gross savings 25.0 Net production taxes 25.5
Net exports 27.0 Gross profit and gross mixed income 43.5
Total shadow GRP 100.0 Total shadow GRP 100.0

SourcesEliseeva & Burova (20025amson et al. (2002).

The share of the grey economy varies in different sectors. There is a noticeable discrepancy in
the experts’ judgment, though: the share ofghey sector in any of the sectors does not reach
95%. If we calculate the volume of GRP, cotimg the official figure, we would derive RUB
43,000 mn, which is 36% higher than the publisfigare. The difference in the volumes of the

grey economy given by the experts (95%) and calculated for each of the sectors (36%) is
substantial and difficult to explain. The first pddsireason is that the structure of the official
GRP does not take into account two imporetivities, people working from home and illegal
activities, which are therefore not included thre calculation of GRP by sector. Moreover,
psychologically, the experts assess the grey economy as a whole and by sector differently,
which confirms once again that the perforniegestigation only provides some starting points

for further research.

Further results of the Delphigy can be summarised as follows:

X  The shadow incomes of Kaliningrad citizermnstitute 43% of their average per capita
incomes.

X The share of illegal exports is 13%; the share of illegal imports is 15%.

X  The average share of illegal activities in tb&l volume of the grey economy is assessed
as 28%. The most common types of illegal activities are the production and distribution of
drugs and weapons, smuggjiand prostitution.

Two further methods were applied to estimate [#vel of the shadow economy in the region.
Tatarinov (2002) constructed and analysed itiput-output matrix and concluded that the
shadow economy must form 55% of the official level in 2000 (i.e. on the top of the official
economy). Despite being based on the most mattieatig advanced procedure, the results of

the input-output matrix analysis are substantiallyatiged by the use of ¢hofficial data for the

trade flows with the Russian regions. The estimation of household incomes based on the
representative sample realised unttee leadership of Fedorov 2001 revealed an excess of
47% (Samson, 2002). Later on, Gareev, Zhdafadvedorov (2005) estimated the real GRP at
40% above the official level for 2003.

Although the estimation of 95% appears excessiwejda consensus is reached around the
estimation of 40-5%. In other words, the shadow economy forms about one-third of
Kaliningrad's total GRP. It can be assumeithweasonable certainty (and it also follows from
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the available calculations) that the share efshadow economy is slowly decreasing over time
owing to reasons such as the strengtheningtate control and more reasonable taxation, in
particular a lower social tax and the 13% flaerpersonal income tax. Estimating the real GRP
in 2004-05 at 40% above the officlalel thus seems reasonable.

The second obstacle on the way of positionindiritegrad in Russia and in Europe is the
methodology of GRP comparisons with variousestal his comparison can be done only on the
basis of PPP. The PPP reflects the correlation of the world and internal prices of all the goods
produced by an economy. This approach to international comparisons is especially important for
Russia, which has a significant gap between tlohange rate and PPP. 2001, this gap was

3.5 times (with the exchange rate at 29.3 RUB/US$ and the PPP at 8.3 RUB/US$). The GRP of
the Kaliningrad region, calculated at PPP2B01 was $6,900 per capita, which is 6.2 times
higher than the GRP calculated at tifiic@al exchange rate (Table 2.9).

Table 2.9 Official data on the GDP/GRP per capita

1999 2000 2001 2002 2003 2004
Kaliningrad’'s GRP per capita (RUB) 17,096 25,931 35,979 43,631 54,889 69,228
RF’s GDP per capita (RUB) 28,492 42,902 53,709 66,111 80,766 102,005
Place among Russian regions 53 44 39 43 44 37
SourcesKRCS (2004 and 2006) and the Russian Committee for Statistics.

Therefore, Kaliningrad’s population is mokeell off than it may sem from the official
statistics. The official data does not accurately reflect the real situation, as is repeatedly noticed
by outsiders, whether foreigners or Russiakscording to the KRCS’s data, Kaliningrad is
chronically lagging behind the Russian average.

A Russian citizen or a foreigner who has béefRussia (outside of Moscow) would confirm

that it is completely counter-intuitive to assuthat Kaliningraders live 1.5 times worse than
Russians do on average. Two factors are crtcialchieve a more adequate representation of
the economic reality. First, the shadow econamyst be accounted for, as we have already
done. Second, calculations of both purchasing power and any indirect evidence on household
consumption should be takeinto account. Several approaches are possible for PPP
calculations. The straightforward one is to take the Russian data from the international
comparisons, in which Russia has participatadesil993, and then to account for the difference
between the all-Russia GDP per capital Kaliningrad’s GRP per capita.

GRP,_ |
PPFI)<aIiningrad PPF?ussia Gsagmngradpercapna (1)

russiaperapita

The figure of $4,400 was obtained for 2000 udimg procedure (e.g. Smorodinskaya, 2001a;
Smorodinskaya & Zhukov, 2003). Similarly gtfigure of $5,337 can be obtained for 2602.

8087 23631 54379 @)
66111

2 International comparison data is available at www.gks.ru.
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Yet these figures do not account for a specifizneic regime, detachment or the geographic
location of Kaliningrad and, consequentlybstantial price differences on many products. A
more subtle approach would be to conducedi GDP/GRP(PPP) per capita comparisons as
was done within the project of comparing the purchasing power in the Kaliningrad region and
Lithuania by the research group under the lestdprof lvan Samson in 2002. This approach,
although more laborious, reveals more exact taustworthy PPP information since it compares
purchasing power directly in the regions withmgmarable consumption structures. The research
revealed that the rouble/lit purchasing power rati&aliningrad and Lithuania in the first half

of 2001 equalled to 0.95. As the calculations were based solehowsehold consumption
without calculating expenses, the final figuteosld be closer to 85% (Samson et al, 2002).
Based on the data of the research, the GRP(P@P}apita in Kaliningrad in 2000 should be
estimated at $6,025, or 37% higher than the figure obtained by direct deduction from the
Russian average according to the KRCS data.

The PPP calculations show that Kaliningrad findslftapproximately at the Russian average. It
lags behind Lithuania, although less significantlgrthmight be expected. It is roughly equal to

the level of Poland’'s Warminsko-Mazurskimivodship, Kaliningrad’'s immediate neighbour

with a number of severe structural problems and the highest level of unemployment in Poland.
The findings are also consistent with the dataegional household consumption. For instance,
Kaliningrad finds itself among the Russian regiavith the highest per capita consumption of
automobiles (ranking second) and meat.

2.7  Kaliningrad in comparison

International comparisonsWhile making international comparisons of Kaliningrad with
foreign states, it is necessary account for sizeable discrepses in statistical methodology.

The GRP in Russian statistics (unlike the GB&9s not include the added value of non-market
collective services (defence, public administratioon-market science, etc.), which amounts to
12-13% of the GDP of Russia. At the same tinen-market collective seices in EU statistics

are completely distributed across the regions. Thus, the actual GRP of the exclave should be
adjusted upwards by 12-13% when being compared with the GDP of neighbouring countries.

Kaliningrad's immediate neighbours, Poland and wathia, managed to cope with the transition
crisis quickly and began experiencing dynamionomic growth by 1995. Meanwhile, Russia

in general, and Kaliningrad particular, were still caught inéhdeep economic crisis caused by
badly-carried-out reforms. When Russia had finally arrived at positive figures, both of
Kaliningrad’s neighbours were already above their 1990 levels (Table 2.10). While Poland
coped with its transition more successfully,slowed down somewhat in the 2000s. Its
economic growth in 1999-2004 averaged 3.3%hudhia, on the other hand, demonstrated high
economic dynamism, maintaining annual growtiesaof 5.3% throughout the same period (see
Yudanov, 2002, for an analysis of the tramsitin the Baltic countries). Russia has averaged
6.8% and Kaliningrad went as high as 10.1% of average growth in the six years following 1998.
Nevertheless, the picture would be fundamentally changedeithad a look at the longer
temporal series comprising the whole of the giéonal period. As Poland, unlike Lithuania and
Russia, had successfully employed the shock-therapy macroeconomic treatment, it managed to
grow almost right away. That is why the Poleslerage growth rate in 1991-2004, 3.4%, is so
advanced compared with the other two countries. In fact, both Lithuania and Russia had
negative annual growth rates in 1991-2004,%0ahd -1.1% respectively. Also, data for the

last decade (1995-2004) is less favourable for Russia and especially for its Baltic exclave.
While Poland and Lithuania grew on average by 4.4% and 5.4% respectively, Russia grew at a
mere 2.8% and Kaliningrad, owing to the shecpnomic decline of the 1990s and despite rapid
growth in the 2000s, grew at only 1.5%.
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Table 2.10 An international comparison of GDP growth (in %)

Average weighted

GDP/GRP growth growth
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 19954999-
2004 2004
Lithuania 3.3 4.7 7.0 7.3 -1.7 3.9 6.4 6.8 9.7 7.1 54 5.3
Poland 7.0 6.0 6.8 4.8 4.1 4.0 1.0 1.4 3.8 5.3 4.4 3.3
Russia 4.1 -3.4 0.9 4.9 6.4 10.0 5.1 4.7 7.3 7.1 2.8 6.8
Kaliningrad -16.2 -14.2 4.5 -9.5 6.8 14.4 6.0 9.5 115 12.3 15 10.1

SourcesUN Statistical Division and KRCS.

Interregional comparisons with the Russian North-Wé&stliningrad makes up part of the
Russian North-West District together with nine other regions, including the city of St
Petersburg. The North-West is one of the nalysiamic federal districts in Russia. For example,
in 2003 the North-West demonstrated the highegtl of industrial growth (11.1%) and the

second highest level of investment growth (23.2%) in the country.

All the areas of the North-West Region can be divided into three groups according to their
specialisation:

X

The first group is composed of regions wéhdistinctive export orientation. Metallurgy
provided for 63.2% of the industrial production of the Vologodskaylast The timber
industry is decisive for Karelia, as 46.6%itsfindustrial production igenerated by this
sector. Komi possesses a developed oil-extraction industry as well as a strong mining
sector (coal and bauxites). The Murmanskalkastlives on mining and fishing. All of
these regions are dependent on the exports of raw materials and semi-finished goods.

The second group is composed of regiorith wliversified economies, which combine
production for both exports and the domestiarket. These are the Arkhangelskaya and
Novgorodskayaoblass. Novgorod is especially interesting in this respect, as it has
managed to attract relatively large foreigiwdéstments in the industrial sector, including
construction materials, the chemical industry, food processing and machine-building. A
total of $212.75 mn of foreign investment flowed into the Novgawbtast in 2003,
including $101.09 mn of FDI. DespiteoMgorod’s smaller population (728,700), its
foreign investment is four times higher an@ tthare of the FDI is seven times greater
than that in Kaliningrad.

The third group has mostly developed indiestthat satisfy Russian domestic demands.
These are the St Petersburg, Leningrad, Kaliningrad and diass. This group has
shown the most dynamic growth in recent yea@tee leader of the group and of the whole

of the North-West region is St Petersbutg. 2004, its GRP grew by 8.5% and its
industrial production rose by 14.1%. Thi¢gy's economy attracted $950 mn of foreign
investments. While 36% of the total investmeh®4 bn went into construction, 19% into
transport and 15% into industry, foreigmvéstors preferred the industrial sector, which
accumulated 77% of foreign investment —stiyp machine-building, metallurgy and food
processing. According to various sources, the investors, both foreign and Russian, prefer
St Petersburg because of the substantial sifs ofiarket and its location as the ‘gate to
Russia’. The presence of a large pool of qualified labour is judged a positive factor as
well.

There are many other advantageous locatfonsmport-substitution industries in the North-
West as well as elsewhere in Russia. Investing in St Petersburg and LepibigeggdNovgorod
or Moskovskayablastprovides more long-term incentivesithKaliningrad could ever provide
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in vast markets, large pools of labour, includangualified workforce and plenty of sources of
intermediates; in other words, the full setbafckward and forward linkages. The comparison
with St Petersburg is instructive — while offegithe location advantages of a ‘gate to Russia’,
St Petersburg and Leningrathlast maximise opportunities and minimise investment risks by
offering larger labour pools and by avoidirigreign transit and other enclave-specific
vulnerability factors. In pure market conditions, with no positive discrimination for Kaliningrad,
the exclave would not be able to compete anRussian market with these and other Russian

regions on the mainland.



Chapter 3

Foreign trade and trade with mainland Russia:
An intermediate position between Russia and the EU

3.1 Commodities and the geographical  structure of foreign trade

The liberalisation of the economy and trade, coupled with customs preferences for Kaliningrad,
resulted in the rapid growth of foreign tradehe first half of the 1990s. The total foreign trade
turnover peaked in 1997 befosebsiding owing to the csrquences of the 1998 monetary
crisis. The crisis had already given impetudndustrial growth, however, which resulted in
even greater foreign trade flows from 2002 onwards.

Overall, one can distinguish two periods ire thevelopment of foreign trade in Kaliningrad,
1991-98 and 1999 onwards. In the first period, total foreign trade turnover had grown by more
than 10 times as a result of the liberalisatiothefeconomy and of trade. The default of August
1998 and the rouble’s devaluation led Russia in géresmd Kaliningrad in particular into the
second period, as the SEZ and domestic (Russtarsumption growth became the locomotives

of economic growth. The region slowly built up the volume of its exports, mainly through crude
oil but also through exports of cellulose, fish and machine-building production. The principal
phenomenon is a spectacular increase of importserve the needs of import-substitution
industries in Kaliningrad, which esnged virtually from scratch.

Both periods have features in common. From 1995 onwards, the foreign trade balance was
negative. Peaking at $824 mn (or 47.6%) in 1997, the negative balance was low for four
consecutive years, until it jumped to over $1ibr2002 (Table 3.1 and Figure 3.1). It was
almost $2 bn in 2004. Two factors explain thegative trade balance. First, the SEZ of
Kaliningrad has been continuously misusedaasonvenient ‘gate’ to Russia; however, the
relative importance of this factor has apparestipsided over the last few years. The second
part of the explanation, and the more impattéactor, is the growing volumes of industrial
outflows to mainland Russia and a change in tbestrial orientation of the regional economy.

Foreign trade analysis gains in importancéhm context of EU enlargement and Russia’s WTO
accession. To simplify the discussion, ipisssible to regard the Kaliningrathlastas a quasi

small state and to use theoretical findings from ttheory of small states. Since Kaliningrad’s
population fails to reach even a million, tfegion possesses a limited domestic market, which
prevents it from attaining economies of scale in most industries. The region does not possess a
sufficient resource base either. All this is typiofkmall states. The limits of the local market

and resource base create a significant asymmetry between domestic production and
consumption (Armstrong & Read, 1998). Trade playstal role in such an economy, since it
supports the functioning of the economic systenralizd_ikewise, foreign trade as well as trade

with the Russian regions on the mainland plays an extremely important role in the Kaliningrad
economy. It is integrated, although in a special way, into the European economy. Nevertheless,
as an integral part of the Russian Federation,otflast maintains close economic ties with
mainland Russia. These ties became esteonger at the beginning of the*2dentury because

of import substitution and Russian public andvae investments in the region. External
processes, such as the EU’s enlargement ssiR's WTO accession, transform into economic
shocks and have a sizeable imipan regional trade flows. It is crucial to examine both the
external framework of Kaliningrad’s regionaloemmy and the region’s trade to understand the
complex effects of the former on the latter. Accessing regional trade flows can nevertheless be a
tricky business, since statistics on trade are not entirely reliable and require additional
interpretation (Box 3.1).

50 |
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X+M X (X+M) M (X+M) X-M (X+M)
Year ($ mn) ($ mn) (%) ($ mn) (%) ($ mn) (%)
1992 145.4 91.4 62.9 54.0 37.1 37.4 25.7
1993 202.0 126.0 62.4 76.0 37.6 50.0 24.8
1994 380.0 234.0 61.6 146.0 384 88.0 23.2
1995 1,044.5 459.4 44.0 5851 56.0 -125.7 -12.0
1996 1,510.8 480.0 31.8 1030.0 68.2 -549.2 -36.4
1997 1,743.5 457.7 26.3 1285.8 73.7 -824.0 -47.6
1998 1,617.2 429.3 26.6 1187.9 73.4 -758.6 -46.8
1999 1,207.7 383.6 32.8 8241 68.2 -440.5 -36.4
2000 1,403.2 519.0 37.0 8842 63.0 -365.2 -26.0
2001 1,600.5 507.5 31.7 1093.0 68.3 -585.5 -36.6
2002 2,203.1 547.2 24.8 1,659 75.2 -1,118.7 -50.8
2003 2,861.0 663.7 23.2 2,1973 77.8 -1,533.6 -53.6
2004 4,462.0 1,264.0 28.3 3198.0 71.7 -1,934.0 -43.3
2005 6,199.0 2,004.9 32.8 4194.1 68.5 -2,189.2 -35.3

Notes:X = exports, M = imports, (X+M) #otal foreign trade turnover,@ F) = foreign trade balance (negative of
positive)

Source of primary dat&KRCS (2002, 2004, 2005 and 2006).

Figure 3.1 Kaliningradoblastforeign trade flows, 1992—2005 (KRCS methodology) ($ mn)
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Box 3.1 Differences in trade data methodology and resulting deviations in trade statistics

Trade statistics are available from two main soyrtes North-West Customs Office (referred to|as
NWCO or the Customs Office) and the Kaliningrad Regional Committee for Statistics (KRCS).

This data can be characterised briefly as follows. The NWCO's statistics are based on an analysis of
customs cargo declarations. Therefehey do not take into account several types of trans-border ftrade
flows. The KRCS takes customs data as a base arettd by adding: a) tradflows with Belarus, a
member of the Russia—Belarus Customs Union; b) the purchase and sale of bunker fuel; ¢heart of
trade in crude oil; d) shuttle trade in both directéipand e) trade in services and some other minor
foreign trade flows. The methodological differences explain the deviation of the KRCS data from the
NWCO data on regional trade (Table B3.1). The same phenomenon is observed in Russian |statistics
overall. Yet Kaliningrad demonstrates some speeiaufies in this respect. Although Russian statistics
demonstrate variations on the imports side (ingarccording to the State Statistics Committee|are
higher than imports according to NWCO's statisti¢bg situation for Kaliningrad is characterised |by
differences on the export side (Statistics Committee figures are substantially higher) rihisevean
be explained by the specifics fifreign trade realised by Kaliningg-based enterprises. The main
elements of the correction are exports of fish, traile Belarus, trade in bunker fuel, trade in services
and the accounting for shuttle trade. Expagsally prevail in all of these components.

Table B3.1. KRCS and the NWCO: Trade data differences, 1999-2001 (in $ mn)

1999 2000 2001
KRCS 1,207.7 1,344.9 1,541.6
Total foreign trade turnovern\wco 1,163.2 1,340.3 1,413.6
Deviation (%) 3.8 0.3 9.1
KRCS 383.6 519.0 507.5
Exports NWCO 287.7 452.2 403.1
Deviation (%) 33.3 14.8 25.9
KRCS 824.1 825.9 1034.0
Imports NWCO 875.5 887.8 1010.5
Deviation (%) -6.2 -7.5 2.3
KRCS -440.5 -306.9 -526.5
Trade balance NWCO -587.5 -435.6 -607.4
Deviation (%) -33.4 -42.9 -15.40

SourceskRCS (2001, 2002); NWCO (2001, 2002).

T A comprehensive explanation of the differences itissizal methodology fiégs outside the scope of the report.

Crude oil clearly dominates the export side. Oae to take into consideration, however, that
the majority of this sector’s activity actually represents transit and thus not ‘real’ exports. An
important phenomenon is the rise of machingdimg production on the export side. A large
part of it is formed by shipbuilding. While the export of vessels in the 1990s represented, in
reality, the sales of the fleet remaining from Baviet era, exports in the 2000s are the real
production of Kaliningrad- and Svetly-based shiphingdand ship-repair factories. In addition,
several companies such as Baltkran (whiobdpces cranes) managed to increase exports in
collaboration with their foreign partners. Exfgopf the well-developgewood, pulp and paper
industry (timber, cellulose, papand paperboard) continue gpow as well, although growth
potential is considered limited. Furthermoreg tbxport of foodstuffs is growing steadily. It
consists mainly of raw fish, and to lessegmd®, of canned fish and meat products. Although
not reflected in the tables (see appendix 1), theogxof transport services is also notable. It
includes services by all transport types: railroads, sea ports and automobile carriers.
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One of the problems with the use of statistitsthe export side is that a large proportion of
exports represents the production of other Russigions, simply registered as exported from
the Kaliningrad region for various logisticat@financial reasons. The Customs Office data for
SEZ exports is more reliable as a source ofrmédion on outflows of production specifically
produced in the SEZ (Table 3.2). The figure foral SEZ exports is greatly inferior to the
estimation of exports in the official statistics.

Table 3.2 Exports of SEZ production in 2004

TN VED Net weight Price Share in total
code (thousand tonnes) ($ mn) SEZ exports (%)
Total SEZ exports 1,152.6 301.8 100.0
2709 Crudeil 710.0 187.1 62.0
4704 Wood and cellulose 103.0 35.0 11.6
4802 Uncoated paper and paperboard 22.1 16.4 5.4
4407 Sawedimber 46.8 14.0 4.6
7204 Scraps of ferrous metals 102.4 11.8 3.9
1205 Rapeseeds 34.0 7.9 2.6
4403 Raw timber 50.3 6.1 2.0
4805 Other uncoated paper and paperboard 10.6 3.0 1.0
Total 8 positions 1,079.3 281.3 93.2

Source:NWCO (2005, p. 27).

The degree of Kaliningrad’s export concentratiis high, even for a small economy. This
finding is proven by comparison with Lithuania, a small economy itself, in Table 3.3. In 2001
the three principal goods in Lithuania’s expartade up 51%, five goods made up 66% and ten
goods made up 85% of its total exports, whetkasorresponding figures for Kaliningrad were
90%, 96% and 100%. The concentration has tetmledbside somewhat over time, although it
remains high. In 2004, oil amounted to 62%tloé SEZ exports (67.3% in 2001). Table 3.3
concerns regional ‘net’ exports: that is, exports of goods produced oblh&t under the SEZ
regime. Five goods were responsible for 88%@ eight goods for 93% of exports. This is
mostly due to oil exports. Nevertheless, eVfewe exclude crude oil from the equation, the
concentration remains relatively high (57% forel, 74% for five and 82% for eight principal
goods). Raw materials and goods with low added value, such as wood, cellulose, paper and
paperboard, prevailed.

Table 3.3 Concentration level of exportsrfr Kaliningrad, Russia and Lithuania, 2001 and

2004
Kaliningrad Lithuania Russia Kaliningrad Kaliningrad (2004
(2001) (2001) (2001) (2004) leaving out oil
exports)
3 principal goods 20 51 38 79 57
5 principal goods 96 66 48 89 74
10 principal goods 100 85 57 93 82
(8 goods)

SourcesEU—Russia Cooperation Programme (20044, p. 11)pesittalculations for 2004 are based on the customs’
statistics (NWCO, 2005, p. 27). The exports taken into consideration for Kadidirge solely the ‘SEZ
exports’, inferior to the totabgort figures (see also Table 3.2)
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In addition to being undiversi#d, exports under the SEZ regime are also relatively small in
relation to the regional economy as a whalroughout 2001-04, exports under the SEZ
regime did not exceed 15-20% of GRP. This observation reflects the non-export character of the
regional economy. For comparison, in 2001-0fs indicator made up 35% of economic
activity in Novgorod, 37% in Russia overall, 40fcLithuania and Latvia, and 26% in Poland.
Comparisons with independent states, such as Russia, Lithuania or Latvia are undoubtedly only
of limited value. An independent state andam-sovereign entity cannot be directly compared

in this respect, since a region conducts interregional trade within the country as well
(Kaliningrad’s trade with mainland Russia). r@parison with Novgorod, however, is perfectly
valid and reflects the more diversified stiwre of Novgorod's trade outflows against
Kaliningrad’s dominant orientation towards the Russian market.

Imports are used for two purposes. To begin with, they serve the needs of domestic
consumption. The small size of the regiopabduction base makes importing all kinds of
consumption goods inevitable. The SEZ regulatams the enclave location make imports from

the neighbouring EU member states preferable on many occasions to Russian goods. Also,
imports are used extensively by Kaliningrad-basetlistries. The dominance of foodstuffs and
machine production in the structure of importstigking. Machine-building imports account for
44.7%, whereas the imports of foodstuffs accdont25.7% of total imports (and thus, more

than 70% for both sectors combined). Thisation is explained by three factors:

X domestic consumption;

x  the growing speed of technological developtraithe local industries based on imported
machinery; and, most notably,

x  the rapid development of the food-processing and machine-building industries aimed at
the Russian market.

The shadow economy might also play an impurt@le in explaining such high volumes of
imports. The absence of import VAT creates argjrincentive for tax avoidance through illegal
schemes by sending goods imported to the SEZ duty-free on to Russia (for example by masking
them as goods produced in the SEZ). Quick-and-dirty calculations can easily illustrate the point.
Total industrial production in the region was appneaiely $1.9 bn in 2004. Total retail sales in

the same year amounted to around $1.0 bn. &s#me time, Kaliningrad companies imported
goods in a customs-free zone (without payingom taxes) totalling $2.5 bn. Even if we
assume that industry and trade used only imported goods as inputs and the average value-added
was 20% then they could not consume more thah I$2 of imports. Another hinting fact is that

while customs statistics report that the t@aiount of goods produced for export (including

pure exports and outflows to mainland Russia)lleta$2.1 bn, the KRCS data assert that the
total industrial production in the region was merely $1.9 bn. It might be that the companies
either underreport their figures to the statistiwffice or inflate their production volumes to the
customs authorities (Usanov, 2005, pp. 128-29).

Let us now turn to the geographical structurdéoogign trade. Two tables in appendix | contain
the data for 2004 as well as a comparison whth year 2000. The geographical structure of
Kaliningrad's foreign trade has the following features:

x It shows considerable fluctuations on tbeport side over time. The fluctuations are
largely owing to the changing destinations of oil exports. For several years, oil was
exported mainly to Poland; however, in 20Bdance became the maiestination for oil
exports, which explains its sudden prevele across Germany. Imports show much
smaller fluctuations because of a more diversified commodity structure.
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x  Kaliningrad's foreign trade is rather concetdéd. About 70% of both exports and imports
are with the top 10 countries. The EU domasathe foreign trade flows of the region. In
2004, the EU accounted for 75.6% of exparts 65.7% of imports. These figures include
16.2% of exports to and 25.8% of impoftem the 10 Central and Eastern European
countries (CEEC-10, the EU accession countries of the 2004 wave).

x  The main trade partners, with slight vamais over the years, were Germany, Poland and
Lithuania.

X  On the other hand, countries from the Commonwealth of Independent States (CIS) are
less important. In 2000, 5.8% of total faeitrade turnover was realised with the CIS.
This figure fell to 2.9% in 2004 (4.5% okports and 2.3% of imports). The main trade
partners in the CIS are Belarus and Ukraine.

In 2001 Poland took first place in the total trade turnover witlokast($281.3 mn), Germany
took the second position ($268.8 mn) and Lithuavas at third place ($113.4 mn). These three
countries are Kaliningrad’s traditional foreign tegglartners. Poland has been the main importer
of production from the Kaliningrad region for a nioen of years (due to crude oil export), while
Germany had always been the main impamppier of the region. By 2004, Germany had
become the indisputable leader in Kaliningra'eign trade. Its leadership on the export side
is mostly related to re-directing of oil expoftem Poland to the countries of Western Europe
(including Germany), over recent years. Leaving out oil exports, Germany is still the number
one export partner, altholgvith a narrower margin over Litho@. Germany is also leading on
the import side, since it is éhmajor supplier of machinery to the region. Poland (with $486.6
mn of foreign trade turnover) and Lithuanfwith around $313.0 mn) are the second and the
third most important trade partners. Foretgade with these neighbouring countries is more
diversified. Imports of foodstuffs for the Kaliningrad-based food-processing industry are
important on the import side.

In terms of diversity, foreign trade with Gernyais more concentrated, while trade flows with
Poland and Lithuania are more varied (see Tabl®& AlLappendix I). On the export side, crude

oil dominates exports to Germany (as previouslyed, the destinations of crude oil export are
not stable). The second product is peat. Thirdetihes been a remarkably fast growth of rape
exports among agricultural products. Rape hasrheamne of the very few agricultural products
(along with furs and leather) that has manageg@enetrate the market of the EU-15 and the
accession countries. Poland imports oil, timlpaper and paperboard from the Kaliningrad
region. Raw materials for the amber industryaargplied as well. As for first-quality amber for
jewellery, given that it has been smuggled iragrquantities, it barely appears in the trade
statistics. Exports to Lithuania are more diversified and less raw materials-oriented. The
structure of exports to the northern neighbour changed significantly in 2002-04, as
Kaliningrad’s regional economy deloped and changed rapidly. Earlier, it was dominated by
the wood sector (comprising timberllulose, paper and paperbdatoilet paper, tissues and
wallpaper) making up about 40% of the total vodyrand later by fresh, chilled and frozen fish.
Qualitative changes that have occurred happéameecent years have led to the disappearance
of fish from exports to Lithuania, since fisatches are now sold elsewhere or increasingly used
by Kaliningrad-based fish-processing plants. The wood sector hangs on to its traditional
importance. In addition, exports of mawéry and consumer electronics are gaining
prominence.

The commodity structure of imports from the three leading trade partners shows the importance
of imported components for regional industries that target the Russian market. Of the imports
from Germany, 62% are in the machine-buildsertor. All three trade partners are crucial
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suppliers of foodstuffs. Finally, Poland is themary supplier of furniture components (hidden
in ‘other products’), largely used by the regional furniture industry.

3.2  Strong ties to the Russian mainland

Despite being a remote exclave region, Kalinggis closely connected to mainland Russia.
Economic and trade ties are becoming even stronger at the dawn of°tleerary. An
assessment of trade with the Russian regisna complex task because of the objective
insufficiency and limited reliability of availablstatistical data. The first task is to assess the
level of trade with Russian regions on the bagiavailable statistical sources. We then track
the dynamics of trade within the last few yeaWith this information it becomes possible to
estimate the role of trade with Russia withie tiegional balance of trade in goods and to judge
the influence of trade with ¢hRussian mainland in the overall development of Kaliningrad
economy.

The principal difficulty is to arrive at figes for the inflow from the Russian regions to
Kaliningrad. A special methodology, originally applied in Vinokurov (2002b) (see also
Vinokurov 2004d and Samson, Lamande & Vinokurov, 2004), was created for that purpose.
The results of the calculations for the year 2600ld serve as estimates, since these are based
on several approximations. Moreover, owing to peculiarities in the practical use of this
methodology, the received data aménimum estimate®f interregional trade flows. The
calculations are solely for trade in goods. Ty not include trade in services or electric
energy supplies.

Figure 3.2 Interregional trade of the Kaliningrablast per federal district, 2000
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As shown in Figure 3.2, Kaliningrad conduci®re than 90% of its combined interregional
trade within the European partibfe country. Around 41.7% of this trade is carried out with the
Central district, predominantly Moscowna@ its surrounding regions, which is a major
destination of the goods produced in Kaliningrad. This trade relationship may be explained by
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the relative geographical proximity as well as the predominant role of outflows from the food
industry, for which Moscow and nearby regionsveeais major markets. Yet another aspect of
the explanation could be the specific economie o the Russian capital, which acts as an all-
Russia trade and financial redistribution centre ti@nside of exports to Kaliningrad, however,
the Central Russian region takes just third plafter Volga and North-West districts. This
outcome is best explained by pointing out thecstne of Kaliningrad’s inflow, which is mainly
made up of fuels and raw materials, and by shguhe main geographical locations involved in
the trade of these resources. The largest vedufimel and petrochemicals are delivered to
Kaliningrad from the Pernoblast (Volga district) as well as from other sub-regions of the
Volga district. Komi, Arkhangelsk and Kareliare the main sources of wood and related
products as well as for fuel sources.

Unfortunately, it is virtually impossible to @siate the inflow from mainland Russia to the
Kaliningrad region in 2001-04 with any precision. But data on the outflow to mainland Russia
is available from the customs authorities. Asdb&astis a SEZ, the goods produced in the SEZ
and destined for the Russian market have tol&é&red at the border. The Customs Office data
for 200004 attests to explosigrowth of outflows to mainland Russia based on SEZ privileges
and triggered by the recovery of the Rasseconomy and growing domestic consumption
(Figure 3.3). While in the year 2000 the Gumst Office registered $424.9 mn worth of goods
under the certificate IMA0OOEZ (which confirms our calculations for the year 2000 based on
KRCS data), outflows escalated thereafter. S8618.9 mn worth of goods were registered in
2001 (+45.7%), $758.9 mn in 2002 (+22.6%), $1,117.8 mn in 2003 (+47.3%), around $1,802.0
mn in 2004 (+61.2%) and $2,369r0D2005 (+31.5%). Thus, outfies of SEZ goods to mainland
Russia grew by 5.5 times in five years.

Figure 3.3 Outflows of SEZ goottsmainland Russia in 2000-05
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The outflow is mainly composed of consureectronics, automobiles and foodstuffs. For
example, in 2003, the region’s share in Russmbduction of TV setamounted to 35% and for
vacuum cleaners it was 33.3%; household appliances also produced in Kaliningrad include
microwaves and refrigerators. During the sapegiod, the region produced 16% of canned
meat, 34% of canned fish, 6% of furniture, 2.@%vodka and other strong alcoholic beverages
(but 24% of vodka exports) (Table 3.4).



58 | EBVfGENY VINOKUROV

Table 3.4 Outflows to mainland Russia under the SEZ regime, 2004

TN VED Price  Share in total
code ($ mn)  outflows (%)

Total 1,802.0 100.0
8528 TV sets 376.2 20.9
8703 Passengeehicles 277.4 15.4
1602 Other ready-to-use or canned meat products 223.1 12.4
1604 Ready-to-use or canned fish products; caviar 1315 7.3
9403 Other furniture and parts 61.9 3.4
1517 Margarine 60.2 3.3
0210 Meat and meat sub-products (salted, corned, pickled, dried) 52.1 2.9
2203 Beer 45.8 2.5
5703 Carpets and other textile floor covers 41.7 2.3
8537 Control panels, consoles and other foundations for electric 39.3 2.2

apparatus
2309 Products for animal feeding 32.0 1.8
8418 Refrigeratordreezers 25.5 1.4
4418 Wooden units for construction industry 21.0 1.2
4802 Uncoated paper and paperboard 21.0 1.2
8509 Home appliances with built-in electric motors 20.9 1.2
8431 Parts for the 8425-8430 positions (precision machinery, such as 20.7 1.2
winches, elevators, production belts)

0303 Frozen fish, except fish filet 20.5 1.1
9401 Sittingfurniture 19.6 1.1
1601 Sausages and analogous products 18.4 1.0

Total for the 19 product groups 1,509.1 83.7

Source:NWCO (2005).

3.3

An undeveloped trade in services

The level of foreign trade in services is smalith $89.9 mn on the export side and $55.4 mn
on the import side in 2003. Yet it is important in some respects.

X

While being insignificant in relative terms on the import side (2.8% in 1996, 1.2% in
2000 and 2.5% in 2003), the exports of services are strong (13.5% in 1996, 8.4% in 2000

and 13.5% again in 2003).

Foreign trade in services has traditiongbsoduced a strong positive balance with the
exception of 1997. The positive balance in 2003 was $34.5 mn.

The largest share of trade in services takaseplWith the major trade partners, especially
Poland, alongside Lithuania and Germany. Waight of the CIS states is even smaller
than in the trade in goods (exports of $1.1 amul imports of $4.0 mn in 2003) (Table

3.5).

Transportation services dominate the structure of foreign trade in services on both the
export and the import sides. For examplansportation was responsible for 78.5% of
imports and 96% of exports in 2000 (data for recent years is unavailable).
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x  Consequently, exports and imports of services are strongly linked to the rise of trade in
goods. There are no significant independent components that could be capable of
sustaining growth. The only exception is iear; however, tourism is still modest and
owing to a variety factors, badly reflected in the statistics.

The liberalisation of services within the framework of Russia’'s WTO accession will likely
become a major factor of economic growth in the medium term. The second relevant issue is the
one of EU standards and the ability of Katigpiad-based businesses to become providers of
services for EU consumers, notably in the spheres of transportation and tourism.

Table 3.5 Foreign trade in services, 1995-2005 (in $ mn)

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Export: 58.8 65.0 67.9 78.0 61.3 43.8 52.2 76.6 89.9 89.5 179.3
Non-CIS
states - - 66.8 77.6 61.0 39.9 514 75.6 88.8 88.8 178.4
CIS states - - 0.1 0.4 0.3 3.9 0.8 1.0 11 0.7 0.9
Import: 29.2 28.4 76.6 39.0 135 9.5 46.2 45.8 55.4 65.3 117.0
Non-CIS
states - - 72.6 38.3 134 9.2 - 40.8 51.4 60.3 109.8
CIS states - - 4.0 4.0 0.1 0.3 8.2 5.0 4.0 5.0 7.2

Source: KRCS (2001, p. 180; 2004, p. 265).

3.4 Trade forecasts

Forecasting on the basis of exponential equatioassimple tool that, among other applications,
can be applied to forecasts of trade flows. Tmadels for total foreign trade flows and for the
SEZ outflow to mainland Russia are presented beldth, the equations used to calculate them.
On the basis of these models, we have prodasgéthations for 2005-071.he equations fit the
actual data quite nicely. The continuatiortted trend would produce $5,741 mn, $7,817 mn and
$10,293 mn of total foreign trade flows for 20@®06 and 2007, respectively (Table 3.6 and
Figure 3.4). Thus, the expected rise would be a multiplication by approximately 2.5 in three
years. The forecast for trade with mainland Ru$siesees an even steeper increase in outflows
to the mainland at the rate of $2,368 n#3,354 mn and $4,751 mn respectively, thus a
multiplication by 3 in three years (Table 3.7 and Figure 3.5).

The equation used to forecast tdatadde turnover in Table 3.6 is
y = 199.57x2 — 518.11x + 1664.9° R0.9968. 3

Table 3.6 Total foreign trade turnover, actual (up to 2005) and forecast values (in $ mn)

Year Actual data  Forecast
2000 1,340.7 1,346.4
2001 1,411.3 1,427.0
2002 1,987.5 1,906.7
2003 2,693.5 2,785.6
2004 4,096.2 4,063.6
2005 5,684.4 5,740.8
2006 - 7,817.1
2007 - 10,292.5

Source:Author’s calculations.
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Figure 3.4 Total foreign trade turnover, 2B807 actual (up to 2005) and forecast
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The equation used to forecast outflows to mainland Russia in Table 3.7 is
y = 293.32e0.3481x,’R= 0.9834. 4

Table 3.7 Outflows to mainland Russia under 8EZ regime, actual (up to 2005) and forecast
values (in $ mn)

Year Actual data  Forecast

2000 424.9 415.5
2001 618.9 588.4
2002 758.9 833.4
2003 1,117.8 1,180.5
2004 1,802.0 1,672.0
2005 2,369.9 2,368.1
2006 - 3,354.2
2007 - 4,750.8

Source:Author’s calculations.
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Figure 3.5 SEZ outflows to mainland Russiguat(up to 2005) data and the trend line
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The data for foreign trade turnover for 2005, whii@came available after the forecast had been
made, seems very close to the projectionsfohghe outflows to mainland Russia, the actual
data virtually coincides with the forecasthis very simple forecasting method works
surprisingly well.

3.5

A high degree of trade openne ss as a consequence of trade
intermediation

An analysis of Kaliningrad's trade flows wittmainland Russia and the region’s foreign trade
leads to the following conclusions:

X

Trade with Russia plays a significant ratethe trade balance of the Kaliningratlast
making up more than 40% of overall trade flows (Table 3.8).

Russia is a major supplier of fuels and pefiremical production as well as raw materials

in other sectors. Equally, it is a majanarket for Kaliningrad’'s import-substitution
industries: assembly lines for consumer electronics, automobiles, food processing and
furniture. That lets us confirm that tleblastis the more developed trade partner in its
trade with mainland Russia in terms ofylmg fuels and raw materials, and selling
processed goods (Samson 2000a; Samsonande & Vinokurov, 2004).

Yet, the growth of trade has originated paiity from the existence of the SEZ and the
development of import-substitution industries aimed at the Russian market.

Trade inflows and outflows have grown rapidly since 1998. The largest increase is
registered in imports and outflows to mainland Russia (Table 3.9). While imports sharply
exceed inflows, outflows exceed ‘real’ SEZ exports by six times (although they were on a
comparably low level after the 1998 crisis).

Although politically it may be justified to characterise Kaliningrad in the context of a
‘double periphery’, it may not be justified to talk about tidastas peripheral in trade
terms, taking into consideration its higlegree of trade openness to both the EU and
mainland Russia.
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Table 3.8 Kaliningradblasttotal trade flows, 1999-2004 (in $ mn)

Year World — Kaliningrad Russia — Kaliningrad

X M X M
1998 297.5 1,130.1 - -
1999 281.7 800.1 — —
2000 430.7 807.3 432.2*%(424.9SEZ) 468.9
2001 403.1 1,010.5 618.9(SEZ) —
2002 408.5 1,578.5 758.9 (SEZ) -
2003 555.4 2,138.1 1,117.8(SEZ) 800"
2004 1,089.4 3,006.8 1,802.0(SEZ2) -
2005 1,710.6 3,973.8 2,369.9(SEZ) -

3 Author’s calculations for the 2000 data for trade with mainland Russia (Vinokurov, 2002b)
b) Estimation by Gareev, Zhdanov & Fedorov (2005).
Source NWCO (2001-06);

Table 3.9 Trade flows as a percentage share of GRP (in %, GRP = 100%)
1997 1998 1999 2000 2001 2002 2003 2004

Foreign trade

Foreign trade 118 171 177 154 140 152 158

turnover

Total exports 24 36 44 52 46 31 33 50
Totalimports 92 132 125 94 94 121 126 141
Foreign trade -70 -99 -89 -50 -48 -89 -93 -90

balance

Trade with mainland Russia

Deliveries of

goods to Russia  — - - 49 56 58 66 84
under the IM40

SEZ customs
procedures*

For reference

GRP at official 1,403 898 655 874 1,100 1,309 1,702 2,137
exchange rate

($ mn)
* The IM40 SEZ certificate refers to goods “considered to be produced in the SEZ".
SourcesKRCS (2001-05) for GRP calculations; NWCO (2001-@b)rade flows; author’s calculations

Kaliningrad’s high degree of regional tradpenness is connected with the SEZ regime and
with the intermediary trade orientation of the regional economy.

New calculations for trade flows with Russibo# us to re-assess Kaliningrad’s trade openness.
Typically, the trade openness indicator is calculated for countries following the formula of

X M
GRP 2 (5)

The formula needs to be adapted to the regiomatext to include trade flows with the rest of
the same country.
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Tore on x M X rus M rus
’ GRP 2 (6)

where Xrus and Mrus correspond to trade witheotregions of the same country, Russia in our
case. The trade openness of the Kaliningrad regimounted to 133.5% in the year 2000 if we
take official figures for the GRP (Table 3.10).allmeans that the total trade flows (with both
foreign states and mainland Russia) were more than double (2.67) the GRP. Trade flows with
mainland Russia add significantly to regional trade openness, makiobldstthe third most

open region of the Russian Federation in 20@@er Ingushetia an&almykia, which have
obtained their highest degrees of trade opennesgydw their functions as tax havens (TACIS,
2002a)).

Table 3.10 Trade openness, 2000 and 2003

GRP ($ mn) Total trade ($ mn) TO (%)
2000, current prices 837.6 2,241.7 1335
2003, current prices 1,702.2 4,611.3 1355
2000, PPP 6,025.0* 2,241.7 18.6

* The figure for GRP 2000 according to PPP is derived frathor’s calculations based on Samson et al. (2002).
Source Author’s calculations.

By using customs data for outflows to theimtend and the estimation by Gareev, Zhdanov &
Fedorov (2005) for inflows from the mainland, an estimation for the regional trade openness can
be produced for 2003. Despite rapid growth and profound changes in trade, the regional trade
specialisation apparently remained at the skawed, amounting to 135.5%. In other words, total
trade flows (both with foreign states and witlainland Russia) exceeded GRP by 2.71 times in
2003.

We cannot measure the degree of trade openness for 2001 onwards, since the data on the
inflows from mainland Russian is missing, makthg total trade data incomplete. Estimations
assume that, despite a sharp increase of GRP mdadLitee official exchange rate in 2001-04,

the degree of trade openness remained at thee davel. In international comparisons,
Kaliningrad's trade openness exceeds those ekthall open economies of the Baltic such as
Estonia (at 93%, Estonia is the most operorgnthe CEECSs), Latvia (60.3%) and Lithuania
(45%), although the trade openness of the ‘Béiliers’ markedly exceeds that of Kaliningrad

in PPP terms. It is comparable to thatHifng Kong. In Hong Kongtrade in goods and non-
factor services reached 277% of GDP in 2001 (WTO, 2002). The comparison of Hong Kong
with Kaliningrad is justified in this case sm the WTQ’s calculations for the former include
trade with mainland China as well as trade wiith rest of the world. The comparison is not
straightforward, however, because trade in non-factor services is included in Hong Kong's
figure.



Chapter 4
Factors of regional competitiveness

4.1 Introduction

Chapters 2 and 3 described the major shift that Kaliningrad has experienced in its economic
orientation towards the tertiary sector. A nawd aistinctive industrial orientation has emerged
based on a role as an intermediary in EU-RusB&ae. The intention of this chapter is to
quantify the region’s comparative and competitadvantages as well as its production factors
and resources. Based on this investigation,cae determine whether the current orientation
corresponds with the factors mentioned abovehése coherence or contradiction? Also, it is
important to identify the kinds resources and cetitipe advantages thateacurrently built into

the region.

In this chapter, both macra@womic (revealed comparative adtages and intensity of intra-
industry trade (IIT)) and microeconomic (factor endowment and factor costs) indicators are
elaborated in order to assess the comparatnte competitive advantages of the Kaliningrad
region. The chapter also looks at the SEZ regam@ defining factor of Kaliningrad’s current
competitiveness. Additionally, we consider the mjifecation of exclave costs and respective
issues of cargo and passenger transit as well as border trade.

The first task is to reveal the structurekdliningrad's comparative advantages, for which a
measurement of IIT and comparative advantagmdertaken. The second task is to identify the
basic factor endowments and their role in regional competitiveness. Furthermore, one key
question is to what extent the competitivenesthefregion is underpinned by the mere factor
endowments. Historically, national (regional) competitiveness has been determined by the
availability of raw materials. Yet with scientifand technical progress, the availability of
traditional factors has become of limited value.

There exists a vast body of literature on theasurement of comparative advantages and
international specialisation. Given that theyd-Grubel index of IIT and the Lafay index of
international specialisation are specifically calculated here, Balassa (1965), Lafay (1979), Lafay
& Herzog (1989) and OECD (2002) are particulantyportant. There is also a body of literature

on the measurement of Russia’s and Kaliningrad’'s indices of international specialisation,
notably Ahrend (2004) and OECD (2004) fordRia among the latest publications as well as
Samson (2000a and 2000b) and TACIS (200fa) Kaliningrad. As regards the factor
endowment and factor costs, this presentatiotalobur productivity issues in Kaliningrad is
largely based on the work done by the Kalgrad Regional Development Agency (RDA) and
the project “Support for the Regional Development of Kaliningrad, Russia”
(EUROPEAID/114287/C/SV/RU). The results were summarised in thEcenomic Bulletin
published by the EU-Russia Cooperation Prograr(2084d). In addition, the collective work

by the Institute for Economy in Transitioritempted to analyse the regional competitive
advantage citing labour costs, energy tarédfsl the relative weight of students among the
population as important factors (IET, 2002). TACIS (2002b) experts devoted serious attention to
the problem of investment attractiveness from the viewpoint of the factors of regional
competitiveness. The central methodology appletow is that of the French economists
Colletis & Pecqueur (1994), whelaborated an analytical framerk based on the typology of
regional competitive factors in terms of genesind specific resources and assets. Pecqueur’'s
framework was applied to th€aliningrad case by Samson (20Q0& 2000b). The high road of
economic transition is seen as moving from speaitiia based on generic resources to one that

is based on specific assets.

64 |
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Measurement of the revealed comparative adggn{RCA) is a classic method for the analysis
of international specialisation. A variety ofdices exists. The task of assessing the comparative
advantage and the economic ori¢iota of the Kaliningrad region is complicated by the fact that
it is not a country but a part of a country. It is necessary to select and adjust the index
methodologies that would allow us to measuresihgation in a region in view of the scope of
available data. We use two indices to assessdhgparative international specialisation and
lIT. They are partially modified to adapt themthe measurement of the comparative advantage
and international economic oriatibn of a region and not a country. We start by calculating the
Lafay indicator for assessing trade specidis based on the methodology by Lafay
(particularly Lafay & Herzog, 1989). Then, vealculate a Lloyd-Grubel index for measuring
IIT in the interpretation employed by OECD (2002).

4.2  Measurement of comparati ve advantages, international
specialisation and intra-industry trade

Lafay index of international comparative advantage

The measurement of the international speciatisatif a country is based on different indicators

and ratios, each possessing its own strengths and weaknesses. The measurement of the
international specialisation of a region is hat complicated by its inclusion in the national
economics. One should also account for the multinfdsconomic dimensions of a country or a
region. When the ratio relies solely on trade flows, it can be biased since an increase of inter-
branch flows will reduce the values of the ratithout meaning a drop in competitiveness. The
following procedure was designed to account for these problems. The methodology is adopted
from the work of Lafay, most notably Lafa# Herzog (1989, pp. 390-92). This methodology
used was initially applied to Kaliningrad 8amson et al. (1998) and TACIS (2002a) on a lower
level of aggregation (mostly the two-digit tanfbmenclature (TN VED) code). It is applied on

a higher level of aggregation (10 sectors) @men this measurement is introduced to the
complete regional trade for 2000, iiecluding trade with mainland Russia.

We use the following symbols:
T — foreign trade turnover (X+M)
GRP — gross regional product
X — export of goods and services
M — import of goods and services
Xi — export ofi-type of goods and services
Mi — import ofi-type of goods and services

To account for the bias of ratios based on extdrade flows, the methodology provides for the
correction of the external balance of a producth®ysize of the GRP — thus deriving a relative
balance:

yi=1000*(Xi-Mi)/GRP (7)

Theyi is comparable in time and space, allowingaslescribe, in a specific manner, year on
year, the relative dimension of trade in a certain product or sector.

One should also eliminate the impact of external macroeconomic factors that could imbalance
the foreign trade. A balanced trade situatigi is taken as a reference. Foreign trade is used as
a weighting base:

gi=(Xi+Mi)/X+M (8)
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A neutral positionZj) of the product in the external balance is thus

zi=gi*yi 9)
The RCA therefore measures the weighted contribution of each product to the external balance
of payments. The values are either positivenegative. But this ratio does not suffice for
measuring the adaptation of the industry to the demand in manufactured goods. Since

Kaliningrad possesses several different natural resources, this ratio is biased by the existence of
oil resources, which reduce the need for foreign trade surpluses in manufactured goods.

According to the final formula, the ratiBi characterises the influence of the givéitype)
product on the comparative advantage of a region (relative bataméeus neutral positioni).

Coefficient Fi=yi-zi, or Fi=yi-gi*yi, or
I X M) (X M) (X M)
T GRP (10)

F 1000

The greatest problem in measuring the comparative advantage of a region consists of the typical
insufficiency of data on trade with other regions of the same country. That is why the
calculations of the Lafay indicator in Samson (1998) and TACIS (2002b) are based on foreign
trade alone, i.e. they represent an incompieeasure of comparative advantage in foreign
trade. The coefficient shows the contributioneath good (or industry) to foreign trade. Thus,

the coefficient measures foreign trade specittinaand not regional specialisation overall. The
problem is objective since, while we possessdhtlow data (the Customs Office data for
outflows to mainland Russia under the IM400OEZ certificate), the data on inflows from the
Russian regions to Kaliningrad is lacking. A special methodology is provided in Vinokurov
(2002b and 2004d), which, although not without deficies, allows us to arrive at a decent
estimation of trade with mainland Russiar 2000 on the level of TN VED two-digit
estimations (eight sectors in total). Unfortunately, we possess only sectoral data at a high level
of aggregation and not for individual goods abs$ndustries. It was impossible to apply this
methodology to estimate trade in the years following 2000. We proceed by calculating the RCA
for a number of years following 2000. These calculations, combined with those already
performed by other authors, provide a dynamic assessment of the regional foreign-trade
specialisation from 1996 to 2004. In additione tfull regional RCA’ is calculated for 2000
based on the data for both foreign and riegional trade. Thus, the full regional RCA
represents a measure similar to what we would have done for a country.

We calculate the Lafay index for interratal comparative advantage on a high level of
aggregation for 1999-2003 based on availabld eeliable customs data (Table 4.1). The
second column for 2000 is the ‘complete RCA’ udihg the totality of Kaliningrad’s trade.

Table 4.1 Revealed comparative advantage of the Kaliningrad region*

TN VED code Sector 1999 20( 2000 2001 2002 2003
complete
RCA
01-24 Food products -142 - 87 -120 -91 -102
27 Oil and oil products 19 2 45 170 168 22
28-35, 37-40  Petrochemicals 23 -81 17 0 0
41-43 Leather and furs 4 2 6 9 u
44,47, 48 Timber and products, pulp 42 6: 42 52 51 5

and paper
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50-67 Clothing and footwear 33 - 14 13 -3

72-81 Ferrous and non-ferrous 51 2: -11 2 5 3
metals and products

84-90 Machine-building -179 - - -103 -119 -149

Other goods -66 - - -39 -36 -27

* The formulas withcorresponding values are

1999: (1082.6*(Xi-Mi)-(Xi+Mi)*(-518.9))/(1082.6*655)

2000: (1238.1*(Xi-Mi)-(Xi+Mi)*(-376.6))/(1238.1*874)

2000 complete: (2139.2*(Xi-Mi)Xi+Mi)*(-376.6))/(2139.2*874)

2001: (1413.6*(Xi-Mi)-(Xi+Mi)*(-607.5))/(1413.6*1100)

2002: (1987*(Xi-Mi)-(Xi+Mi)*(-1170))/(1987*1309)

2003: (2693.5*(Xi-Mi)-(Xi+Mi)*(-1582.7))/(2693.5*1702)
Source Author’s calculations.

One should admit right away that the value of R€Aculations is liried for several reasons.

The main reason, basing the measurement oigfoteade alone, has already been noted. Also,
bearing in mind the dominant position of crude oil in exports, the ratio is biased, since oll
exports reduce the need for foreign trade surpluses in manufactured goods. Moreover, a greater
proportion of the oil is in fact nothing more than a transit flow of oil extracted on the mainland
and registered as Kaliningrad oil. The same idviar exports of fertilisers. In addition, the
comparative advantage in shipbuilding in the 1990s did not result from a healthy shipbuilding
industry but rather the sale of the Soviet ‘heritagrefact, even the salagere largely fictional,

as the vessels were moved to offshore sitesh&uriore, ferrous and non-ferrous metals, also
important in the 1990s, were exported as scrap.

Nevertheless, the measurement of the @maive advantage according to the chosen
methodology has some strong points.eQras to remember that the rafiocharacterises the
influence of the giveni{type) product on the comparative advantage of a region (relative
balanceyi minus neutral positioai). Therefore, the final coefficient may be positive while the
trade balance is negative. The index is usifulassessing the dynamics of the influence of a
given sector or product on the comparative achgatof a region. Inclusion of gross regional
product as a variable serves this purpose in particular.

The calculations show the following dynamic trends:

X  a strong and sustainable comparative advantage in the sectors of oil and timber (timber,
pulp, paper, plywood, etc.);

X a gradual slip from positive to neutral positiaarseven negative values in clothing and
footwear; and

X  the calculations magnify the comparative disadvantage in food products and machine-
building (in foreign trade).

The limits of the indicator, when used only floreign trade, can be clearly seen. Two broad
sectors with the greatest comparative disadvantage, the food products and machine-building
sectors, correspond exactly with the two mairasref Kaliningrad’s specialisation. Accounting

for interregional trade flows with mainland Rus&irings about profound changes in the Lafay
indicator:

X  The indicator for food products chaxgfrom strongly negative to positive.

X The indicator for oil and oil products changes from strongly positive to positive.
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X  The indicator for petrochemical products changes from neutral to negative.

X  The indicator for the wood-working sectodgcreases, although remains positive; the
same is true for leather and furs.

X The indicator for metals changes from positive to slightly negative.

These findings on regional comparative advaegaglustrate Kaliningrad's advantages in a
number of goods through its share in Russian national production. The region’s share in a few
consumer electronics specialties (such as TV sets and vacuum cleaners) is growing
phenomenally. More important from the point of view of sheer volume is the growth in the
production of canned fish and meat. Additionally, Kaliningrad holds significant shares of the
Russian national production of furniture (5.7%), cellulose (5.1%), paper (1.7%) and alcoholic
beverages (2.7).

Yet Kaliningrad’'s very high shares in camser electronics and food processing correspond
with highly negative values of thé indicator for the international comparative advantage in
the respective sectors (which 402 for foodstuffs and -143 for machine-building). This is
attributable to the fact that these two leading@sately heavily on imports for supplies of raw
materials and components (Table 4.2).

Table 4.2 Share of the Kaliningrad region in Russia’s national production, 2002-04

Commaodity Russian Kaliningrad Share Share Share
Federation 2003 2004 2003 2002
2003 (physical (%) (%) (%)
volume)
TV sets (thousand) 2,336 836 47.9 35.8 29.8
Vacuum cleaners (thousand) 720 240 66.3 33.3 14.4
Canned fish (mn standard cans) 471 84.8 36.8 18.0 171
Foodstuffs, total (thousand 2,698 352.5 22.8 131 13.7
tonnes)
Fish and crustaceans (thousand 3,134 332.2 11.3 10.6 111
tonnes)
Furniture (excl. built-in) 23,402 1325 - 5.7 5.7
(mn RUB)
Cellulose (thousand tonnes) 2,301 118.9 5.1 5.2 5.3
Alcoholic beverages 135 2.7 2.7 2.0 3.0
(mn dekalitres)
Paper (thousand tonnes) 3,655 67.6 1.7 1.8 2.0
Passenger vehicles (thousand) 1,011 8.4 1.3 0.8 0.6
Non-alcoholic beverages 350 2.3 0.7 0.7 21
(mn dekalitres)
Meat, incl. sub-products 1,608 11.2 0.7 0.7 0.7
(thousand tonnes)
Beer (mn dekalitres) 757 5.5 0.8 0.7 0.5
Sausageghousandonnes) 1,617 5.1 0.3 0.3 0.7

SourcesKRCS (2004) and NWCO (2005).
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Grubel-Lloyd index of IIT

Intra-industry trade has risen significantly time last decades (OECD, 2002). Indeed, a large
extent of trade among developed countriegealised as IIT. The theory of comparative
advantage is not easily applied to IIT, since thtter often flourishes between countries with
similar basic factor endowments. Thus, measutiregscope of IIT will help us to answer the
following question: To what extent are compas@ advantages still relevant for Kaliningrad?

The applied index of IIT was proposed byuBel & Lloyd (1975). The methodology that was
further elaborated by the OECD (2002, pp. 159481applied. IIT flows are conventionally
defined as a two-way exchange of goods withemdard industrial classifications. The extent of
IIT is commonly measured by Grubel-Lloyddines based on commodity group transactions.
Thus, for any particular product clagsan index of the extent of IIT in the product class
between countries A and B is given by the following ratio:

Xi M) |Xi Mi| °
P »100 (11)
X, M, 1,

T

=

whereXi stands for export dfgood or sectoMi is import ofi good or sector, and the vertical
bars in the numerator denote absolute valués iHdex takes the minimum value of zero when
there are no products in the same classataboth imported and exported, and the maximum
value of 100 (in this casé is equal tavii).

It is also possible to calculate bilateral indicgéslT between country A and country B for total
manufacturing. These are defined as the weighted average of the IIT indices for all product
classed, with weights given by the share of total tradei a@iver total manufacturing trade.
Nevertheless, the analysis below is limited to IIT for 10 sectors.

We proceed in two steps. Again, this procedurelisted to the issue of the data availability. As
Kaliningrad is a region and not a country, the data on trade flows with mainland Russia are not
readily available. In fact, we possess reliable data for outflows based on the goods that were
shipped to mainland Russia with the SEZ cedifcof origin. On the other hand, for the
inflows, there is only a sectoral estimation for 2000 by Vinokurov (2002b). That is why we
begin with the calculations of the IIT indices Kaliningrad’'s foreign trade. The index is
calculated for 10 sectors; for the wood-working sector we give supplementary indices on a
lower level of aggregation (two-digit). Bearing in mind that trade with the EU represents about
80% of the annual total in any given year, thesleulations can be taken as an approximation

of the EU-Kaliningrad IIT as well. As a second step, we proceed to calculate a separate set of
values for the totality of Kaliningrad’s trade in 2000.

Different types of trade are captured in the measurements of IIT:

X horizontal trade in similar products with digtinvarieties (e.g. camsf a similar class and
price range);

x  trade in vertically differentiated productsstinguished by quality and price (e.g. Italy
exports higher-quality clothing and jrorts lower-quality clothing); and

X  vertical specialisation of production resultingtiade in similar goods at different stages
of production.
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Horizontal IIT enables countries with similkactor endowments to benefit from economies of
scale by specialising in ‘niche’ products. Tradevémtically differentiated products may reflect
different factor endowments, particular skills of the workforce or high fixed research and
development costs. Vertical specialisationpobduction across countries may be driven by
comparative advantage, for example cheap unskilled labour for assembly purposes or
specialised personnel for research and development (OECD, 2002).

There are six sectors with low levels of IIT and three sectors with high IIT (Table 4.3). The
sectors with low IIT include oil, food productsjachine-building, petrochemicals, textiles,
clothing and footwear. As can be seen, this list includes the principal industries of the
Kaliningrad region, notably fuel, foodstuffs anthchine-building. Moreover, the IIT index has
been gradually decreasing over time. That means that foreign trade in the principal sectors of the
regional economy has become more one-sidedicBlarly the foodstuffs and machine-building
industries have experienced a rapid rise of ingpa@ombined with a much slower rise of
exports. This trend is also visible in suppéartary sectors such as clothing and footwear, and
metals and metal-working. They haveperienced a drastic fall in [IT values from
approximately 90 to 30% over six years. Overall, it is clear that the low IIT sectors are those in
which Kaliningrad imports large volumes of mdactured goods as well as components to be
used in its own production.

Table 4.3 IIT indices of Kaliningrad’s foreign trade

TN VED  Sector 1999 2000 2001 2002 2003 20@tandard
code deviation
01-24 Food products 20.6 184 235 18.2 144 13.6 3.4
27 Oil and oil products 39.6 14.8 6.6 7.2 14.8 5.6 11.7
28-35, 37-40 Petrochemicals 72.1 69.0 727 408 414 374 19.8
41-43 Leather and furs 80.0 90.4 100 97.1 95.2 97.9 6.7
44,47, 48 Timber and timber 98.2 71.9 86.1 96.0 92.0 96.0 6.8
products, pulp and paper
44 Timber, lumber, veneer, - 78.4 - 51.5 - 420 -
plywood, fibreboard and
chipboard
47 Cellulose - 0 - 0 - 6.4 -
48 Paper and paperboard, - 85.3 - 58.4 - 76.0 -
incl. packaging and
printed matter
71 Precious stones, precious - - - - 346 944 -
metals and products
50-67 Textile, clothing, and 89.7 98.5 885 67.6 375 31.8 5.7
footwear (1999-2002:
61-64, i.e. clothing and
footwear only)
72-81 Ferrous and non-ferrous 87.9 93.8 60.3 46.8 43.9 32.9 19.7
metals and products
84-90 Machine-building 23.2 486 29.1 17.3 131 17.9 325
Other goods 13.9 34.2 22.2 15.3 8.2 9.8 33.6

Source:Authors’ calculations.
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Three sectors show high IIT levels. The firskeiather and furs, which remained high and stable
between 1999 and 2004. The second is the @imdnd wood products industry (a wider
definition includes pulp, paper, paperboard and printed matter, but excludes furniture), which
shows IIT in the range of 90% or more. Thitkde sector for precious stones, precious metals
and related products also reveals a very high level of IIT. The index for this sector is subject to
high volatility because of its small size.

The high level of IIT in these sectors candexeptive, however. That can be seen when we
disaggregate them down to the two-digit level.i/B004's IIT index for leather and furs is as
high as 97.9%, the index for leather manufactured goods (TN VED 42), in which Kaliningrad is
at a disadvantage, is 52.2% and the index ferfues (TN VED 43), which Kaliningrad exports
well due to its fur farms, is 47.1%. In the womaducts sector (Table 4.3), the disaggregation
down to a two-digit level reveals a varied piet: a virtual absence of IIT in cellulose, a
moderate IIT of 42% for TN VED 44 (timber, luet various kinds of givood, fibreboard and
chipboard) and a high IIT for TN VED 48 (pappaperboard and associated products, including
packaging and printed matter).

The standard deviation (Table 4.3) reveals tlghdst dispersion in machine-building. It is also
significant in petrochemicals and metal-workiBgy. contrast, dispersion is surprisingly small in
the food products industry as well as in leathwet furs, wood products ardxtiles. IIT is thus
particularly stable in the food pitacts sector, despite its dynamism.

It is crucial to understand that foreign trade repnés just a part of the total trade flows of the
region. Thus we now proceed teeparate set of values for total trade, including trade with the
mainland. The meanings of variablestive formula are altered as the followingt is the
combined outflow and export éfgood or sector, anifli is combined inflow and import of
good or sector.

When we add up the trade flows with mainland Russie come to very high IIT values in all
sectors except petrochemicals (Table 4.4).eAplanation might be as follows. First and most
important, a degree of caution must be used when comparing and interpreting intra-industry
indices because their measurement crucially dependbe level of disaggregation chosen for

the analysis. Our analysis is conducted on a high aggregation level of 10 sectors. In fact,
measuring the IIT is very sensitive to the dgfoms of an industry. The broader the definition

is, the higher the indices tend to be. This is exatiycase here, i.e. for the fuels sector. Both
inflows consisting of fuels (gasoline, diesel faeld fuel oils) and expty of crude oil taking

place in the territory of the Kaliningrawblastfall within the same category.

Table 4.4 1IT, including both foreign trade and trade with mainland Russia, 2000

Industries IIT definition and index

Food products and raw materials Food =91.7
Fuel and energy industry Fuel =92.8
Petrochemical industry Petrochemicals = 41.1
Raw leather and furs Leather and furs = 98.4
Wood and related products Wood =93.0
Ferrous and non-ferrous metals and products Metals = 73.5

Source:Author’s calculations.

Conversely, the IIT index is not particularly sdéive to the size of the national or regional
economy. The small size of Kaliningrad’'s ecornyocan be responsible for a high degree of
trade openness (trade/GRP ratio) but it does not explain high IIT values.
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The main factor explaining the high IIT values in Kaliningrad’s total trade is the intermediary
role of Kaliningrad's economy in Russian—Eueap trade and the proliferation of low value-
added, low-degree transformation processes.witle definitions of the machine-building and
food-processing sectors combine both imports pfigmished goods from the EU and outflows

of finished goods to mainland Russia. It wasvwusly shown that the IIT values for the same
sectors in foreign trade were low in 2004 (17.9 48.6%, respectively). It is to be expected
(although we lack input data to prove the pothgt Kaliningrad—Russian trade would show a
higher IIT level than foreign trade, but that ibwid not be as high as the value for total trade.

This chapter began with the question: To what extent do comparative advantages explain
Kaliningrad’s economic orientation? The [IT anadygrovides an answer to this question. Total
trade reveals high IIT values. Although caamgtive advantages based on basic factor
endowments may still be relevant to explain Kalgnad’s orientation, their explanatory power

is limited. We need to move away from basic factors to consider other factors, resources and
assets, notably the legal framewo/At the same time, foreignae includes the majority of
sectors with low IIT values. Here, the explanatppwer of comparative advantage is rather
strong and still highly relevant for Kaliningrad’s specialisation.

4.3  Kaliningrad's factors of production
Labour productivity

This section is largely based on work carried out by the Kaliningrad RDA and the project
“Support for the Regional Development of Kaliningrad, Russia”
(EUROPEAID/114287/C/SV/RU). The results were summarised in thEcenomic Bulletin
published by the EU-Russia Cooperation Paogne (2004d), which are extensively quoted
below.

The following indicators are used in the analysis of labour productivity:

x  The parametetabour productivity levelis calculated as the relation of total receipts
(production volume) in real terms to the fagtarly number of employees working in an
enterprise in a specific industry.

X Unit labour cost (ULC)is calculated as the relation of general costs for labour
remuneration (direct and indirect)/labouro@uctivity level. ULC shows the share of
labour remuneration costs in the total revenue of the enterprise.

X  Thecapital/labour ratiois calculated as the relation of the average annual value of fixed
assets to the number of workers.

The relation between the level of labour costs and payoffs compared with costs is crucial.
Advantages of labour cost and efficiency, along \eitkernal factors, have played an important
role in shaping the current economic or&itun of Kaliningrad's regional economy.

Overall, labour costs in Kaliningrad are 10 timess than are those in the ‘old’ EU member
states (Figure 4.1). They are also lower thantlose in the neighbouring countries, notably 1.5
times less than Lithuania's. The figure belowpresents the level of labour costs in four
Western European countries, Lithuania and Kaliningrad. The comparison of the 2003 data for
Kaliningrad and the 2002 data for the rest isfaict, quite convenient, since the rise of labour
costs in one year can partly neutralise the distws of a higher shadow component of wages in
Kaliningrad.

It is clear that changes in production and emmleqt directly result in changes in the labour
productivity level. In order to compare this index to the indices of firms in other countries, it is
calculated in US$. Since 1998, labour productivity in the regional industrial sector has grown at
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a high rate (Figure 4.2). Only a small fraction of the steep rise in 2001-03 can be explained by
the rouble’s appreciation in relation to the US$.

Figure 4.1 Comparison of labour costs per worker in four EU member states (2002), Lithuania
(2002) and the Kaliningrad region (2003), Germany = 100%

100 |
81 o 0 Food
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71 71
60
40
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Germany France [taly Great Britain Lithuaria Faliningrad regicn

Sources:EU-Russia Cooperation Programme (2004d, p. 26¢dan KPMG (Germany, France, Italy and Great
Britain), the Lithuanian DepartmentrfStatistics (Lithuania) and the KRCS.

Figure 4.2 Labour productivity (in $ thousand per employee)
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Note:In 1995-98, thousand-denominated RUB
SourcesEU-Russia Cooperation Programme (2004d, p. 26)uledions are based on the data from the KRCS.

The labour productivity level in most industrsectors in the region corresponded to similar
indices across the country in 2001-03 (Table 4.5). Compared with other Russian regions, the
Kaliningrad region retains labour productivity advantages only in two industries: foodstuffs, and
pulp and paper. Yet the absolute value of thdek is much lower than that in the EU-15 (the
figures used by the project corresponded to the core six countries of the EU and were markedly
higher than the figures for the EU-15 overall).t&lay, the labour productivity of Kaliningrad’s
businesses is also characterised by rapid growth. The labour productivity indicator for the whole
production sector is approximately |éwé 40% of the EU-15 average.
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Table 4.5 Labour productivity (in $ thousand per employee)

Industries Kaliningrad Russia Lithuania EU
2002 2003 2001 2002 2001

Whole production sector 15 19 12 30 47

including
Electric power industry 14 20 20 - -
Fuel industry 34 40 34 63 143
Metal-working industries 11 15 10 25 45
Paper/pulp industry 17 19 8 45 70
Light industry 4 5 3 22 45
Food industry 17 26 18 44 41

Notes: Data for the EU-15 is given in constant 1995 pricetiles’ (ISIC 17) corregond to light industry and
‘fabricated metal products’ (IS 28) to metal-working.

SourcesKRCS for Kaliningrad and Russia; Lithuanian departnedratatistics for Lithuania; 60-Industry Database
Project by the University of Groningen, Nettands (www.ggds.net), for the EU and Poland.

As previously mentioned, the level of wagesriast industrial sectors in the Kaliningrad region

is much lower than that in the neighbouring countries. For example, in 2002, according to the
data of the State Committee of Statistics, dlierage monthly wages (without extra fees) were
$127 in the food industry, $124 in the machine-building sector and $97 in light industry. During
the same year, wages in Lithuania were $340, $374 and $282, respéciilielyse of the data
derived from the RDA survey does not change fiigture. One can assume that the low level of
wages compensates the low labour productivitKaliningrad's enterprises, thus supporting
their competitiveness. The ULC indicator, which shows the relation between labour costs and
labour output, is used to verify this assumpti®@he lower the value of this index, the more
intensively (and more efficiently, from the empdois point of view) is the workforce used. The
results of the ULC calculations for some industrial sectors in the Kaliningrad region, Russia as a
whole, Lithuania and ‘old’ EU member states are shown Table 4.6.

Table 4.6 Unit labour costs (ULC) in various industries

Sectors Kaliningrad region Russia Lithuania EU 2002
2001 2002

According to According to
KRCS data RDA data 2003

2002
Fuel industry 0.16 - 0.17 - -
Machine-building 0.14 0.10 0.18 0.23 0.37
and metal-working
Paper/pulp industry 0.13 0.17 0.2 0.16 -
Light industry 0.29 - 0.29 0.2 -
Food industry 0.09 0.07 0.11 0.12 0.23

Note: The index for machine-building and metal-working, based on RDA data, is calculated as the average indicator
of sub-sectors manufacture of machinery and equipnmeanufacture of household appliances and metal-
working.

SourcesEEU-Russia Cooperation Programme (200#d28); data from KRCS, Lithuaam department for statistics,
KPMG and RDA databases.

! Data derived from the Lithuanian Development Ageney.lda.li).
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Table 4.6 shows that the wages/labour produgtiatio in the Kaliningrad region, Russia as a
whole and Lithuania (except for mechanical eegring) is approximately the same. At the
same time, the relation betweetre tbpecific costs of the labour force and labour productivity in
regional industry is 2-2.5 times less than itinsthe ‘old’ EU member states. This feature
determines the current orientation of Kaliningsashdustry and, undecertain conditions, can

be one of the factors ensuring the competitivenés&liningrad’s exports to foreign markets.

The best figures for the use of labour in Kalinejcompanies participating in the RDA survey

are in the labour-intensive manufacturing sector (the manufacture of home appliances, metal-
working and the meat-processing industry).

A generalised characteristic that allows usestimate the level of technical advancement of
Kaliningrad's businesses is the capital/labour raticl§ 4.7 shows the results of a comparison
of the capital/labour ratio in Kaliningrad with the EU-15.

Table 4.7 Capital/labour ratio in industrianterprises (in $ thousand per person)

Industries Kaliningrad region, 2003  EU member states, 2002
Manufacture of machinery and equipment 3.4 79.3
Manufacture of household appliances 0.9 -
Metal-working 2.5 41.0
Paper/pulp industry 3.7 -
Food industry 8.0 57.3

Note Selected analogous industries in EU member stagessdiollows: precision manufacturing for the manufacture
of machinery and equipment, metaimponents for metal-working and mgacessing factories for the food
industry in the Kaliningrad region

SourcesEU—-Russia Cooperation Programme (2004d. p. 29); the calculations are based on RDA and KPMG data.

The table data show very low capital intendityels in the leading regional industries. The
experts of the TACIS project and the RDA beligliat the low capital/labour ratio is the main
cause of the significant gap between labour productivity in Kaliningrad firms and that of
Western European companies. In spite of fdet that the RDA survey involved advanced
Kaliningrad firms that are, as a rule, relativ well equipped and use up-to-date equipment,
their technological level is on average 12 timesseahan that in their EU counterparts. The
smallest gap is observed in food processing. Yet, even in food processing the capital/labour ratio
in Kaliningrad is seven times lower than in the EU-15. The greatest deficit (over 20 times) is in
machine-building and the smallest in the food itigusAgain, it should be noted that the actual
gap is likely to be smaller, since companiesiacined to understate the value of their fixed
assets. The possible correction does influenceconclusions on the existence of a qualitative
gap in the capital/labour ratios.

The experts of the TACIS project and the RDA provide a figure (2004d, p. 30) that depicts the
relation between ULCs and capital return in Kalgrad and in the core EU member states. The
figure clearly demonstrates the differences among the same industries in Kaliningrad and in the
EU. While Kaliningrad-based industries are altdted in the lower left corner of the figure
(showing low ULC and a low capital/labour ratidlne comparable EU-based industries are
situated in the upper right corner (demoatstrg high ULC and a high capital/labour ratio).
Thus, having certain advantages over foreign @migs in terms of labour costs (reflected in

the ULC indicator), Kaliningrad companies lag behind in technology and equipment (reflected
in the capital/labour ratio). A low technological level can be considered one of the reasons for
the low competitiveness of Kaliningrad's lnmssses in comparison with their Western
competitors. Among the Kaliningrad companies thave taken part in the survey, the best
combination of capital/labour ratio and labour costs is that of firms in the meat-processing and
metal-working industries as well as thosegaged in the manufacture of machinery and
equipment.
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Factor costs: Energy and fuel

Energy can be an important factor for a number of industries dubbed ‘energy-intensive’. A
relevant example is the pulp and paper indystiyere electricity represents 20 to 30% of the
total costs of producing paper. On the other hamérgy costs are less even negligible in

other industries. The discussion of the factor cosenergy and fuel leads us to a conclusion on
the intermediary position of Kaliningrad as regards the factor costs in the field. Notably, despite
the rapid rise of tariffs, energy prices are still loweKaliningrad than in the EU. Nevertheless,

it is slowly approaching the level of tariffs lithuania. That being stated, energy tariffs are
lower in mainland Russia, particularly inetlother regions of the North-West. A similar
situation is observed with gas pricing. Whildngemarkedly lower than gas prices in the EU,
the tariffs for Kaliningrad are higher than tariisywhere else in Russia, since Kaliningrad is
part of the 11 price belt created by the government and Gazprom for gas tariffs in Russian
territory.

Local industries used to enjoy very low energy tariffs. For example, the 2000 tariff was $.018
per kWh. But the tariff has risen rapidly, pau&r when calculated in foreign currencies. This
rise is related to a combination of increasing nominal tariffs and the appreciation of the rouble.
In 2002, local producers enjoyed a tariff of $0.03 per kWh, compared with $0.12 in Poland and
$0.20-0.30 in Western European countries. The tariff went up to $0.05 in 2003. In 2005, the
tariff for industrial use, which is higher thane tariff for household consumption, was set at
RUB 1.89 (1.60 RUB plus 18% VAT) — $0.066 or €0.055. Thus, energy tariffs rose 3.5 times in
five years if measured in US$. A 10% risdaseseen for 2006. Combined with a likely rouble
appreciation, the price will rise to €0.06-0.07.

Rapid industrial growth necessitates higher totsisumption of fuel and energy resources. The
total consumption of fuel and energgsources grew by 12.3% ih999-2003, with the
consumption of electric energy having expantbgd26.7%. Energy needs were satisfied by
energy supplies from Leningrad Nuclear Poweati8h. While total energy consumption rose
because of the robust industrial growth o€ tregional economy, the energy intensity of
industries actually declined over 1999-2003, although not as sharply as it might appear. After
inflation adjustment based on the KRCS'’s index of prices for industrial production (77.8% over
1999-2003), it seems that the rate of fuel and energy use per GRP unit fell by 21.5% in
comparable prices over four years. While thee raf electric energy use fell significantly (by
40%), the rate of heating energy use declingd2(t?6). These figures allow us to conclude that
Kaliningrad's industry has become less energgfisive in the years after the 1998 crisis.

In November 2005, the Russian United Energy Systems Company put into operation the first
power-generating unit at the Kaliningrad Haatl Power Plant (HPP-2). The HPP-2 is only the
second plant in Russia to use new gas-turtbewnology, increasing efficiency to 51%,
compared with only 38% in traditional electriciggnerating plants. The operation of the 450
MW unit will cut the regional energy shortage in half, from 3.385 bn kWh to 1.427 bn kWh,
while the second unit will enable the region to satisfy full demand for electrical power.
Construction of the second unit will be compteia 2009. The total installed electric-power
capacity in the Kaliningrad region was only 0.22 GWh in 2001. It was raised to 0.67 GWh at the
end of 2005 when the first block of the HRRwvas installed. The construction of the second
block will enable it to cross the 1.0 GWh mark.

A comparison with the Russian North-Wessisl unfavourable to Kaliningrad, however. The
Russian North-West is well-supplied with ezgy resources. The centre of electric power
production is located in the St Petersburg and Leningtadst particularly owing to the
Leningrad Nuclear Power Station (which supglKaliningrad as well). Another nuclear power
station is located in the Novgorod region and third one is in the Murmansk region. In
addition, numerous hydroelectric power plaats located in the Leningrad region, Murmansk
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region and Karelia. Large thermal-power plafdperating on gas and oil and producing both
power and heat) are located in all othegiomas of the North-West, except — until the
construction of the HPP-2 — Kaliningrad.

Overall, Kaliningrad possesses intermediate competitive position between Russia and the
EU. Factor costs of energy, heat and fuel are lower than in the EU, although the difference with
Lithuania and Poland is not as substantial aglitierence with the EU-15. On the other hand,
prices are higher than in Russia in general and in the North-West region in particular. Even after
power production capacities are enlarged4db® MW from the HPP-2, Kaliningrad will still

find itself at a competitive disadvantage as regamigs, availability andisk (gas transit) of
energy supplies to energy-intensive industries. One of the reasons for higher energy tariffs will
be higher gas prices, since the HPP-2 will opevataatural gas delivered from the mainland.

Gas prices are low compared with the EU. Nevégtige they are also subject to a gradual rise

in tariffs. For example, the Federal Tariff Serviset the average rate of increase at 10.5% for
industrial consumption in 2006. An 11-belrwstture for wholesale energy prices exists in
Russia for the sake of price-setting. According to the belt structure, regions located close to
production areas will have smaller price increasas tiemote regions. This approach reflects

the relationship between wholesale prices and the distance of gas transportation to a particular
price belt. The service put the Kaliningrad megi Russia’s exclave on the Baltic Sea, into a
separate price belt, taking into account the spstalis of the region. Despite possible special
treatment of the exclave region, the detadmiéransit costs and the sheer remoteness of
Kaliningrad from the main production areas meéanes well above the Russian average.

Share of costs in output as an indicator of efficiency

A comparison of indices revealing the sharecos$ts in output for Kaliningrad industries to
similar indices for developed industrial couagriprovides important information regarding the
general efficiency of Kaliningrad companies.eTtost/output ratio of most industries generally
corresponds to the indices of ‘old’ EU member countries (the six EU ‘core’ states). The index of
food industry firms (aggregate average) in the Kaliningrad region was 0.96 in 2003, while the
average for the EU member gtaitwas 0.97 (2001 data). For metal-working, the index amounted
to 0.95, almost at the level of the comparisonémber states, 0.94. The share of costs in the
revenues of Kaliningrad machine-building entesgs (aggregataverage for the industry) is
lower than that of their Western European ceypdrts (0.93 in the Kaliningrad region and 0.96

in the EU member states). The lowest indeas\attributed to the gh-processing sub-industry
(Table 4.8). The data for Kaliningrad can b&sed, however, since the calculations are
performed only for Kaliningrad enterprises incldda the RDA's database, which are probably
above average in terms of economic efficke(EU—Russia Cooperation Programme, 2004d, p.
24).

Table 4.8 Index of the share of costs in the output of major industries in the Kaliningrad region

in 2003
Industry Cost/output ratio index
Food industry (fish) 0.88
Food industry (meat) 0.97
Pulp and paper 0.98
Metal-working 0.95
Machine-building (household appliances) 0.98
Machine-building (machinery and equipment) 0.90

Source EU-Russia Cooperation Programme (2004d3eHaon the Kaliningrad RDA database.
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It is difficult to compare Kaliningrad firms wittheir Russian counterparts because of a lack of
accessible systematised information about the financial and economic status of Russian
companies in open sources. A comparative edion of efficiency of the Russian and
Kaliningrad companies can be carried out only on separate industries. So, for example, the
information available to us shows a relativelwltevel of efficiency in the region’s pulp and
paper industry. In particular, in 2003 the shareasts in pulp and paper firms’ revenues in the
Kaliningrad region was 0.98, while the averaggex throughout the country was 0.85 and 0.88

in North-West RussiaThis circumstance limits the competitiveness of Kaliningrad’s pulp and
paper enterprises in the home market to whiely gupply their principle commodities, such as
paper, newsprint and paperboard. Their intiional competitiveness iaffected to a lesser
degree, as the main export commodity is wood pulp, which requires relatively little
technological know-how.

Additional information about the impact of individual costs on Kaliningrad companies’
competitiveness can be obtained from data @ dinucture of production costs in specific
industries. An analysis of the cost structulleves us to identify the following general factors
influencing competitiveness wittegard to costs. Firms receiving raw materials from Russia
have to bear a higher level of costs for pements, which significantly exceeds average indices
across the country. For example, the average sliaraterial costs in the Russian North-West
is less than 53% in the pulp and paper industry and 60% in the metal-working industry. The
indices for Kaliningrad enterprises are 68% and 8d&pectively (Figure 4.3). But it is also
notable that the share of material coststhe structure of aggregate production costs in
companies oriented towards foreign marketthanraw materials and components sectors (meat-
processing and mechanical engineering) is compatalndices typical for foreign companies.
This outcome can be explained by the rematerd Kaliningrad companies from Russian raw
material resources, which leads to an increagkercosts of delivery of the components, spare
parts and materials to the Kaliningrad region.

Figure 4.3 Composition of production costs of some industries in the Kaliningrad region in
2003
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2 See the website www.bumprom.ru.
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4.4  Domestic policy: The SEZ of Kaliningrad as a springboard to the
Russian market

The FEZYantar(1991-96) and the SEZ Kaliningrad (1996)

The forerunner of the SEZ in Kaliningrad wagiated in 1990 and put ia operation in 1991,
baptised the Free Economic Zone (FEAntar[Amber]. The whole of the region, excluding
military property, was to become the FEZ. The idea of promoting exports was initially at the
core of the FEZ. Only gradually and, to a certain degree, unintentionally, did the focal point
shift to customs privileges dee mechanism of promoting import substitution. Later the FEZ
started to be perceived as a compensation tool for the drawbacks of the region’s exclave
location. TheYantar zone foresaw such elements as a free trade zone, the stimulation of
investment, tax privileges, an unrestricted outflow of capital, infrastructure development and
simplified entry rules for foreign citizens. Ipractice, the envisaged scope of specific
regulations has never been achieved. Despite tkteage of federal legislation, the legal basis
was unstable until 1996. Although the FEZ formadiyerated, its practical functioning was
disrupted to the point of being practically zero. For example, the Federal Law on the Customs
Tariff, passed on 21 May 1993, abolished all the exemptions of theYBRfar At the same

time, the Federal Tax Collecting Office and thenldiry of Finance pointed out the illegality of

any tax immunities for companies in the FEZ. Thus, all exemptions a@efactoabolished.

After the situation was somewhat normalisedhat end of 1993, the story repeated itself once
again in 1995. The FEZ found itself in a severeicris was not until January 1996, when a new
Law on the Special Economic Zone in the Kagrad region was adopted, that the situation
began to normalise.

The economy could not take off in conditions ajdkinstability. This is well reflected in the
history of industrial restructuring and the dieyenent of regional trade flows in the 1990s.
Qualitative changes specific to the functioning of the SEZ (apart from changes induced by the
crisis phenomena) began to occur only after 1996-97. Much of the credit for the struggle for a
legal framework for regional economic adfiie’s goes to Yuri Matochkin, who was
Kaliningrad’'s Governor from 1991 until 1996h&tly after the 1996 law was passed and the
situation began to stabilise, elections took place and Mr Matochkin was replaced by a less able
governor, Leonid Gorbenko.

The SEZ of Kaliningrad in 1996: A springboard to the Russian market

The SEZ of Kaliningrad is very specific and unlike most other special economic zones. The
main legal document specifying its desigmcei 1996 is the Federal Law on the Special
Economic Zone in the Kaliningra@blast (Russian Federation, 1996). The SEZ is part of the
Russian state and its customs territory. Basic#ily provisions of the SEZ law were reduced to
those of a customs-free zone, but one of anualusature. As in a typical customs-free zone,
there are no import taxes in Kaliningrad, neither customs duties nor VAT on foreign trade
transactions or excise taxes have to be .pRigdrthermore, goods deemed to be of local
manufacture and exported to tReissian Federation will be exempt from customs duties. In
order to enjoy customs privileges, the goods must satisfy the following conditions:

x  for electronics and household appliances, 15% value-added + changifiydigé 5f the
TN VED code; and

x  for other goods, 30% value-added + changing theligit of the TN VED code (plus
some additional criteria for automobiles, tractors, etc.).

Customs privileges constitute the core of the SEZ regime. All other preferences, including those
for investments, are just mentioned in the 198 law and not includeid other federal laws.
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Hence, they do not function in practice. Thedfic design of the existing customs privileges
created an incentive to useeaper imports for manufacturing in order to sell goods on the
Russian market. On the other hand, several ecansectors, e.g. agriculture, were suppressed
by the SEZ regime, as they could not compete with cheap imports. Another problem often
raised in this respect is a certain discrirtiora against Russian producers in favour of foreign
ones. This problem occurs because VAT istaréd on foreign imports, whereas a Kaliningrad-
based producer would pay VAT on goods produced in Russia.

The customs preferences fixed in the lgprovide a powerful impetus towards trade
intermediation and the development of industeesed at the Russian market. Kaliningrad has
subsequently offered the opportunity of beagonvenient ‘springboard’ to enter the Russian
market. According to the Customs Office, the volume of customs preferences for Kaliningrad-
based companies reached RUB 5.1 bn in 20020($1n). About 80% of industrial production is
shipped to the mainland using the SEZ pmfees, and only 20% is either exported or
consumed in the region. In 2004, half of the 3&ts produced in Russia, two-thirds of vacuum
cleaners, 16% of canned meat, 37% of canrgd fi1% of fish and marine products, 6% of
furniture, 5% of pulp, 2.7% of vodka and otlacoholic beverages (and 26% of vodka exports)
were manufactured in Kaliningrad.

Table 4.9 cites some of the major productsKiliningrad's outflows to the mainland. By
producing these and other goods, companiegigpaying both import tariffs and VAT.

Table 4.9 The customs duties for some critical products, 2003

Products The Russian Federation’s import tariff (%)
Cattle meat, canned fish 15
Poultry 25
Canned meat, sausages 20
Furniture 20
Carpets 20
Household devices 15
TV sets 20

Source:Author’s compilation

There are two legislative problems as regards the SEZ regime. First, the SEZ has continually
been unstable. More than 20 statutory acts concerning theYBBtr and then the SEZ of
Kaliningrad were adopted in the 1990s. Theefal government would introduce a preference
only to withdraw it not long afterwards. Obviously, the instability of the framework conditions
rendered a depressive impact on economic dpwedat, making all long-term investment a
matter of high risk. The situation began to stabilise at the end of the 1990s, although
contradictions in the SEZ law with the fedetax and customs codes on the matter of VAT
levying resulted in collision®n several occasions. Most ndtalthese occurred in January
2001, when the sudden change of interpretatibthe Customs Code by the State Customs
Committee stalled Kaliningrad’s industries for akhtwo months (by the Order of the Federal
Customs Committee No. 01-99/1405 from 27 Deoem2000). Another attempt to impose
VAT was undertaken in connection with the draft law on the federal budget in 2003.

Second, there are concerns as to whether tirertUSEZ regime contradicts one of the main
WTO principles on equal market access. Contrary to typical economic zones in WTO member
states that function as customs enclaves (i.e: theitory is exempt from the customs territory
of their country such that customs duties hevpaid in full when transporting goods from the
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zone to other regions of the same counttiig SEZ of Kaliningrad is part of the Russian
customs territory. This issue has not beelty falarified from a legal point of view. The
persisting concerns, however, had an impacttthe decision to revise the SEZ law and to
replace the customs privileges with tax concessions.

The 2006 SEZ in Kaliningrad and the ‘2016 problem’

Work on a new federal law on the SEZ begar2®32, carried out by an expert policy group
under the leadership of Igor Shuvalov, Deputy Head of the Presidential Administration. The
underlying principles for the improvement of the SEZ regime were

1) compatibility of the SEZ regime with common international practices (in particular, the
WTO rules on the threshold of Russia’s WTO accession);

2)  continuity of current and new mechanisms;
3) achange of focus from customs preferences to tax preferences; and
4)  the maximum removal of administrative barriers.

The new Federal Law on the SEZ Kaliningrad \adepted in January 2006 (Russian Federal
Law, 2006). Its core provisions could be summarised as below.

X Kaliningrad remains a customs-free zone.
X  The law envisages a temporary co-existendevofregimes, the old one and the new one.

X  The old regime corresponds to the custonefgpences in the 1996 law with two changes
to take place. First, companies producing electronics will also have to produce 30% value-
added to be able to sell their goods te ®ussian mainland without taxes and duties.
Second, producers will be obliged to pay expariffs and duties. The old regime is valid
for another 10 years, i.e. until 2016. Companies must choose under which of the two
regimes they will operate. After the transitipariod, to end 10 years after the law comes
into effect, only the new regime will be valid.

X  The new regime provides

a) full income-tax relief for six years for new companies that invest RUB 150 mn
(€4.4 mn) or more after the new SEZ law has been adopted. During years 7-12 of
operation, the income tax payable will be reduced by 50%; and

b)  full property-tax relief for compaes within the same time frame.
To be eligible for the new regime, companies must fulfil several requirements:

a) A minimum of RUB 150 mn has to be invedtwithin three years — if the company
fails to invest the minimum limit, it has to pay the taxes in full.

b) A minimum of 70% of the remuneration kabour, 90% of fixed assets and 70% of
actual production have to take place in the SEZ.

c) Investment projects cannot be aimed ihtand gas extraction, the production of
vodka and liquor, tobacco and tobacco goaslsolesale and retail trade, repair
services or financial services.

X  The period of operation for the new SEZ law is 25 years from its adoption.

Furthermore, the law foresees a simplifiedrgrprocedure. Russiaentry visas will be
issued at border crossings for “representatieé SEZ resident comapies, investors, and
persons invited to discuss the possibilities adperation in the SEZased on the application
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by the regional Government” (Art. 20). The impact of this norm will be very limited, since
the scope of persons who woulddige to benefit is negligible.

What are the production orientations encouramgethe incentives of the SEZ in its old and new
versions? The SEZ in its old design allows producers to virtually circumvent customs duties and
VAT requirements for imports. This desigrrostgly encourages import substitution, which
quickly became the core of the regional econofts/the old regime ultimately will be removed

in 2016, will the tax incentives of the new regime suffice?

There are two major incentives in the new law. First, profit tax and property tax preferences are
introduced to stimulate large investments. In fact, the effect of this incentive towards the
orientation of production is neutral. It does dlifferentiate betweeproduction for export, for

the local market or for the Russian market. It simply encourages large investment with a
minimal threshold of RUB 150 mn. The second incentive relates to the preservation of the old
regime for a period of 10 years. When the oldnmeygis abolished, the legal change effectively

will make the Kaliningrad SEZ a ‘normal’ onéke many others around the world. This
measure is normally introduced to encourage the export orientation of a certain territory. It
should bring about production patterns based on imported components, of which the use is
greatly facilitated by the customs-free zone. The transition from customs preferences to tax
privileges is generally justified by both theoeomic interests of the Russian Federation overall
and the WTO requirements.

Nevertheless, there are sevat@quieting elements in the law and its potential impact on the
regional economy.

1) To begin with, the law discriminates in favour of large investment. In other words, small
and medium-sized enterprises (SMEs), which would be unable to cross the minimum
investment threshold of the new law, would be at a disadvantage. They will have to bear
all the exclave costs without any prefereneghatsoever as soon as the old regime is
abolished. This circumstance is worryingchuse, generally, SMEs are a powerful engine
of innovation, growth and employment. That was exactly the case in the Kaliningrad
region throughout the last decade when SMEs became active and increasingly important
for the regional economy. The furniture industry, the SEZ ‘success story’, was developed
from scratch exclusively by SMEs. In agoh, a large share of the food-processing
companies is also made up of SMEs. It saclthat the dynamic and vital component of
the regional economy, its SMEs, will encoungecritical deterioration of the business
environment.

2) It is questionable whether investment prggeatill be attracted to Kaliningrad on the
conditions stipulated by the law. Theiggtions by Gareev, ilanov & Fedorov (2005)
show that even full exemption from income and property taxes would not compensate
exclave-specific losses and costs. Also, Gareev et al. (2005, pp. 123-24) analyse financial
models of typical enterprises in four leading industries (food processing, automotive,
consumer electronics and furniture) and shoat the new tax preferences are not strictly
inferior in value to the old customs preferesickn other words, the change in legislation
will induce a change of business patterns atrénsition to other industrial sectors.

3) A small labour market, a shallow home market and other modest resources as well as
Kaliningrad’'s exclavity will also limit the development of large industrial projects. The
characteristic feature of the law is the apparently indiscriminate character of the tax
privileges. Although this approach is positied desirable theoretically, it fails to take
into account the complexity of access to the EU market. Therefore, latent export potential
is likely to remain unexploited and imposubstitution will persist. Given that tax
incentives based on export performance oretargre prohibited by the WTO, it would be
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desirable to supplement the neutral tax incentives with indirect measures of export
promotion.

4)  Finally but importantly, the new regime eng@ses income and property tax preferences
and, therefore, supports more industrial @ctg and far fewer services. On the one hand,
the development of services may be trigdel®y rising demand on behalf of large
industrial projects. On the other hand, besides the fact that the promotion of services
requires a different structure of incentives, seggiare generally less capital-intensive, so
the RUB 150 mn threshold would cut off most of the potential undertakings.

Therefore, owing to a variety of factothe new SEZ regime will promote large industrial
projects targeting the Russian market if nolipbd by other measures, notably the intensive
export promotion. Meanwhile, three other consequences are likely:

X The export vector will probably remain unexploited.
X Smaller business projects and the region’s SMEs will suffer discrimination.
X The development of services will not be supported by the law.

Thus, the new SEZ regime lies within an old industrial paradigm. It effectively promotes a
traditional 28" century industrial orientation at the detriment of & @dntury services economy.

In addition, the law is likely to inhibit the delopment of new advanced industries and, in
particular, services in the Kaliningrad region.

It is assumed that the tax privileges envisaigetie new SEZ law will “stimulate establishment

of new capital-intensive industries in sevesattors of the regional economy previously not
stimulated by the customs-free regime” (ZhdarBQ5, pp. 86-87). The new SEZ regime will
highlight the region’s long-term advantages including its identity as part of the Russian
Federation, a common domestic market, arxpeasive labour force, energy, a favourable
geographic location, ice-free ports, proximitytbee EU market, developed transport logistics,
mobile and well-educated inhabitants who mosthare a European mentality, its historical
heritage, mild climate and rich nature. Aodiog to Zhdanov, the following sectors will then
profit from the new SEZ regime:amnsport, agriculture, construction, tourism and recreation,
energy and utilities. This view appears todwer-optimistic. While emphasising the positive
points, it fails to account for the multiple negative factors. Nevertheless, Zhdanov’s selection of
economic sectors to profit from the new SEZ regime can be justified by their high degree of
capital-intensity and the leading rolelafge companies in these sectors.

Although the decision to set up a 10-year transition period is right, adoption of the new SEZ law
unintentionally lays the foundations of the 2016 problem, which was mentioned in the
introduction as one of the future milestoniesthe development of a regional economic
orientation. The problem has two componentsstFihe old SEZ regime will be abolished in
2016. Second, should Russia enter the WTO in 2007, the transition period anchored in the
accession protocol would end around that year as well. The 2016 problem makes the
continuation of the current specialisation tremuisch more difficult. It underpins the need to
move away from the current one-sided conagitn on the Russian market and towards an
export orientation. Certainly, the challenge put forward by the 2016 problem has to be addressed
much earlier than 2016.

4.5 Exclave costs

The exclave location of the region can ceal potential development opportunities. The
drawbacks are much more evideBkclavity entails a number of specific costs for the regional
economy, which have been estimated bye®a, Zhdanov & Fedorov (2005). Above all,
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exclavity increases transactional costs fbe regional economy in terms of losses and
additional expenses. The costs can be divided into three categories:

1) systematic losses and costs caused by territorial detachment, including
X  customs duties for Kaliningrad-based production;
X administrative costs for certificates of origin;
X capital withdrawal from circulation for the period of customs clearing;
X  the costs of buying quotas for certain categories of goods;
2) additional expenses for transportation and transit, specifically

X higher costs of energy carriers (e.g. natural gas and electricity) owing to longer
distances and the costs of triatisrough foreign territories;

x  higher cargo tariffs for Lithuanian and Byelorussian transit;

x  the cost of a larger truck/automobile fleet because of time losses for customs
clearing and border crossing;

x  added expenses for foreign transig(ensurance and ecological duties);
3) additional expenses related to EU enlargement, such as
X more time and labour costs for cargo siaformalities through EU territory; and

X  greater costs for cargo transit (insurance, transit declarations, delivery guarantees,
veterinary and phytosanitary controls).

According to the estimate of the Kaliningradgrmal Administration, total economic losses
and the costs of exclavity in 2004 reachedBR10.5 bn (€309 mn), inating RUB 2.3 bn (€68

mn) for the first category, RUB 5.5 bn (€162 mn) for the second category and RUB 2.7 bn (€79
mn) for the third category. Exclave costs westimated at RUB 8 bn (approximately €230 mn)

for 2003. The rise in the volume of exclavestsis the result of emomic growth (and the
subsequent rise of economic tsantions) and EU enlargement.

Three conclusions should be drawn.

The systematic losses and costs can be attritatEdliningrad’s exclavity only in the mediate
way. In fact, they are directly caused by 8EZ regime. All these elements are necessary for
the functioning of the SEZ. These are the trati@acosts of the duty-free imports enjoyed by
Kaliningrad. They can be apm@ched as exclave costs only insadia we assume that the SEZ
itself has nothing to do with the region’s exclavi¥et, as the aim of thSEZ is to counteract
the drawbacks of exclavity, it is not entirelyri@xt to list these costs as exclave costs. Rather,
they represent costs connected with the operation of the SEZ.

Moreover, it is possible to argue that the second and third categories of exclave costs coincide:
additional expenses relating to EU enlargernsast part of the overall systematic losses and
costs arising from territorial detachment amdtlave-specific expenses for transportation and
exclave—mainland transit. Still, the separationtted costs owing to EU enlargement is well
justified in order to estimate the consequences of this process. From a systematic point of view,
there are two major categories — the costs stemming from territorial detachment and the
additional exclave-specific transaction costs for transportation and transit.

Also, the estimation by Gareev, Zhdanov & Fedof®905) only accounts for direct costs. It
does not consider the less visible costs of beingxatave, which are much harder to quantify.
Such drawbacks include, for example, amelspecific vulnerability, which necessarily



KALININGRAD : ENCLAVES AND ECONOMIC INTEGRATION | 85

constrains business opportunities through tinecertainty of supplies and production
distribution.

Further evidence of exclave costs are the ‘unfakilgh prices, i.e. the difference in price level
cannot be explained by sheer distance. Fampte, according to the Kaliningrad Regional
Administration, the delivery costs of energy carriers by rail on similar distances across Russia
and to the exclave through territories of other states in 2004 differed by RUB 70-150
(depending on the type of energy carrier). Efmre, prices for the main types of energy,
delivered by railway, were 10-15% higher for Kaliningrad consumers compared with average
prices for consumers in mainland Russia. Similarly, Kaliningrad-made goods are more
expensive on the Russian market. Thus, theaestrsts — compared with the costs of other
Russian manufacturers — resulting from the exxlpwosition of the region directly and quite
negatively influence the competitiveness asfmmodities manufactured in the region (EU-
Russian Cooperation Programme, 2004d, p. 18).

It is worthwhile to compare exclave costs witile total tax burden. In 2003, a total of RUB 10.4

bn of taxes were collected in the region, wiile GRP reached RUB 50.6 bn. That makes RUB
205.4 of tax burden for RUB 1,000 of regional adigalue (or 20.5%). (The Russian average is
28.9%; the 8.4% difference is explained bg BEZ regime, according to which customs duties

are not levied for goods destined for eitlpgpcessing or consumption.) According to the
Regional Administration’s estimation, excigpecific costs totalled RUB 159.1 per RUB
1,000 of GRP (15.9%). Assuming that the tax burden remained at the same level as in 2003, the
total burden on the GRP (tax plus exclave-specific costs) was as high as 36.4% (20.5% +
15.9%) (Gareev, Zhdanov & Fedorov, 2005).

4.6  Cargo transit, passenger transit and border trading

Cargo transit, passenger triarend border (shuttle) trade staodt among the issues connected
with exclave costs, exacerbated by the #gitg of the border regime on the part of
Kaliningrad’s immediate neighbours, Lithuangand Poland. Each of these three issues is
problematic. Despite the fact that the focusattEntion on the ‘Kaliningrad crisis’ in EU-
Russian relations in 2002—03 was specificallypassenger transit, its importance is inferior to
cargo transit from the point of view of regional economic development.

Cargo transit An analysis of the current situatioaveals that the increased costs of cargo
transit through Lithuania primarily stem from the following key factors:

X  increased fees for and the increased frequency of veterinary and phytosanitary controls;
X an obligatory financial guarantee issuedablyithuanian insurance company; and
X  increased fees for services rendered by Lithuanian customs brokers.

In response to the new transit regulations awndguures that took effect on 1 May 2004, a new
business opportunity emerged around the servicirigpobit cargoes with dozens of Lithuanian
commercial (insurance and brokerage) compamiefting. The negotiations of 2003—-04 failed
to establish new efficient rules and procedufor the cargo transit and goods that would
account for Kaliningrad specificities, includingetifact that these cargoes, although transported
through EU territory, were still domestic Russkhipping by nature. Instead, EU norms have
been applied to cargoes in a straightfamlv manner. The resulting procedure was in
contradiction of the initial decision by both egito simplify the procedures and to replace them,
where possible, with an automated electronic system. It was also initially envisaged that “due to
simplified administrative procedures, administratoosts for customs transit will be lower on 1
May 2004 than before EU enlargement” (EU-Rais8004). Yet contrary to this statement, the
procedures have grown more sophisticatedl subsequently the costs have risen. The
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automated system was not put into wide @ artificial reasons: Russian carriers must
purchase a financial guarantee issued by annt8thber-state insurance company. Doing so
requires filling in the Lithuanian bill of entrythe ‘paper’ component of customs procedures,
which forces Russian carriers to resorts@vices rendered by Lithuanian brokers (Zernov &
Shopin, 2005).

The rise of transaction costs in transit has dw@mponents. To begin with, services that are
provided by Lithuanian customs brokers i ih customs declarations (necessitated by the
obligatory financial guarantee by a Lithuaniamsurance company) have entailed a 30%
increase in costs. Furthermore, an analysithefcurrent approach to phytosanitary inspection
fees poses questions. Actual fees (laboratory chexkluded) amount to €14 per article (code)

of goods in a vehicle and €16.5 per articled@) of goods in a railway carriage. Fees for
laboratory tests are €4.8 for the identification of one hazardous organism and €9.6 for the
identification of two hazardous organisms. Als@terinary control fees amount to €28 per
article (code) of goods. (In the course of pramathis report, howeveEU standard amounts

and procedures for imposing fees were not fouravailable, official EU documents regulating
veterinary control.) As a result, the exporter must pay $250-300 for various duties (including
cargo insurance of $6-50, civil liability insurance of $48, driver's insurance of $3, transit
customs declaration of $12-$80, veterinary control of $12, obligatory parking of $3 and a fixed
rate for excise goods of $90). Also, the expontesst fill out nine supplementary documents,
ranging from transit permission to the varionsurance forms (Perspektiva XXI, 2004, pp. 33-
34). According to the estimation of the Katigrad Regional Administration, total economic
losses and costs owing to EU enlargemerd. (additional expenses for the cargo transit
formalities) were roughly RUB 2.7 bn (litly less than $100 mn) in 2004.

Only at the very end of 2005 did Russian antthilianian customs services sign an agreement on
the electronic declaration of transit cargodhie agreement stipulated that the customs
declaration of cargoes delivered to the Kalinadyregion from Moscow, for example, would be
e-mailed to Lithuanian customs officers, who would thus know about the amount, quality and
list of goods in advance. This procedure sholifdieate a substantial degree of costly customs-
clearance procedures. The electronic declargtionedure fully conforms to EU regulations.

Passenger transitDevelopments on the issue of Lithuamipassenger transit are described in
detail in Vinokurov (2004@&and 2004c). Passenger transit becttmeocal point of the trilateral
negotiations between Russia, the EU and Lithuein2902—-03. In Russia in particular this issue

was connected to concerns of state soverngignd integrity. The final solution represented a

mix of no-cost visas and the inttuction of the two types dafpecific transit documents, the
Facilitated Transit Document (FTD) and thechitated Railway Transit Document (FRTD).

The remarkable feature of the final solution iatti is especially costly on the Lithuanian side,

but the expenses (about €40 mn for the first three years) are covered by the EU. The European
Commission found it more appropriate to alite a large amount of money to compensate
Lithuania than to compromise on visa-free paggr transit for Kaliningrad residents.

The scheme for the FRTD functions quite well. Thecemtage of rejections is very low. So too
is the number of persons jumping off the traiegfuite it having been a major concern of the EU
side during the negotiations). The FTDs havavpd unpopular, however, as drivers prefer to
obtain an annual Lithuanian visa, which is isstree of charge for residents of the Kaliningrad
region.

Border trade.The 2004 data for border crossings poird teegative impact of EU enlargement.
The decline in border crossings on the one hamdl the substantial rise of economic activity
and trade in the region on the other hand caly be explained by the consequences of
enlargement on border regimes.



KALININGRAD : ENCLAVES AND ECONOMIC INTEGRATION | 87

The number of persons crossing the border declined from 9.1 mn in 2002 to 7.9 mn in 2003 and
7.0 mn in 2004 (Table 4.10). The numbewehicles crossing the border actually increased in
2003 (3.3 mn, up 0.2 mn from 2002) but then fell to 2.9 mn in 2004. The decline in the number
of border crossings is essentially owing to thedgial decline in shuttle trade activities. A large
share of crossings reflects shuttle trademt the Russian—Polish crossing points in
Bagrationovsk/Bezledy and Mamonovo/Branevo, anthe Russian—Lithuanian crossing points

in Sovetsk/Panemune and Chernyshevskoye/Kibartai. Two circumstances provoked the
reduction of border trade: first, stricter bor@@ntrols on the Polish and the Lithuanian sides
from 2004 onwards (and, probably, lower levels of corruption because of the presence of
customs officers from other EU member states, Germany in particular); second, visa regimes
with Lithuania and Poland from 2003 onwards. Thail$ is well reflected in the data for 2003

and 2004. Of course, the decline in border trade is not necessarily a wholly negative
phenomenon; inasmuch as it reflects the decrefidlegal activities, such as the smuggling of
alcohol and cigarettes, it may be judged a posdeelopment. From the point of view of the
regional economy, the previous fear of an emplent crisis in the border towns (Vinokurov,
2004d) did not come true. This outcome mayekplained by two factors: i) the decline of
shuttle trade proved gradual, giving time for adjustment; and ii) the related fall in employment
was offset by rapid economic development graving employment in other economic sectors

in Kaliningrad, from which towns such as Mamonovo, Bagrationovsk and Sovetsk also profited
in the course of 2003-04.

Table 4.10 Tourism and border crossings, 2004

Border crossings (mn, entry plus exit) 1999 2000 2001 2002 2003 2004

Persons 8.6 8.9 9.0 9.1 7.9 7.0

Vehicles 29 3.1 3.1 3.1 3.3 29
Source:KRCS.

4.7  Atypology of the competitive  factors of regions: From generic
resources to specific assets

The French economists Colletis & Pecque@®93 and 1994) elaborated an analytical
framework based on a typology of the competitive factors of regions in terms of generic and
specific resources and assets. This frameworKactors of special competitiosuggests that

the trajectories of efficient developmerfiosild emphasise the decreasing transferability of
resources and assets. “The principal factor of the differentiation of locations results from neither
the relative factor prices nor the transport costs but from the potential offer of specific assets or
resources, which are not susceptible — bynitedh — to direct competition” (Colletis &
Pecqueur, 1993). Pecqueur’'s framework wagliad to Kaliningrad’'s case in Samson (2000a
and 2000b). The economic transition has browgidut a change in emphasis, from generic
resources to specific assets (Figure .4.4)

One should distinguish betwegenericand specificassets and resources. Resources or assets
are generic when their existing or potential neainkalue does not depend on their participation
in oneprecise production process. Specific factoes atached to a certain production process.
They effectively allow increasing returns. Camy to specific factors, generic ones are
characterised by decreasing returns and low abdsedeployment. One can say that the beaches
of Kaliningrad are aeneric (or latent) resourcand the tourist infrastructure of Svetlogorsk
(hotels, services, recreational infrastructure, etc.) pem@eric assetThe latter are generic
insofar as they are similar to the hotels, smrsiand recreational infrastructure in Sochi or
elsewhere. Arasset is specifizvhen its value in an alternativeeauis less than in its current one,
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i.e. the value of the asset is connected tceaigpe location and environment, both economic and
social. The transfer from one use to another ndlr irrecoverable costs. In our example, the
resort sites on the Curonian Spit (e.g. the maseubird-watching) are specific assets. Tourism
in Svetlogorsk may also be (or become) a dfmeasset if it has (or gains) a unique ‘cachet’

compared with Sochi. The difference betwgemeric and specific assets is more quantitative
than qualitative: the degree of transferabilitg osts) determines the asset’s specificity.

Figure 4.4 Typology of the competitive factors of regions

Generic Specific
Resources | Unused location factors Non-measurable factors that cannot
defined by the market (prices be transferred
£
Assets Location factors in activity, S E* Measurable factors whose value is
defined by the market (prices g.g linked to a specific use
L e}
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)
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Building-up of a new competitive advantage
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A

Y

Increasing specificity = Decreasing transferability
Source Adopted from Samson (2000a and 200b) following Colletis & Pecqueur (1994).

Specific resourcesre only virtual, but are essential foetdlifferentiation of a territory. They do
not exist in themselves, but have to be @m@d to a project. Specific resources are neither
transferable nor reproducible, and should bectimadasis of any development strategy.

The framework of the factors of special conil@en allows us to grasp the difference between

the notions of ‘space’ and ‘territory’. Accangj to Colletis & Pecqueur (1993), space supports
assets, while a territory contains resourcesrevipecifically, space is connected with assets

that are available and accessible through market mechanisms. Both generic and specific assets
are characterised by quantity, price and availabalitthe market. A territory is characterised by

its capacity to utilise resources, which cannot liesedl directly. They rather become active in

the context of the territorialbordination of productive activity.

The less specific the asset is, the more trandteiitilis (and the less cthg is its transfer or

reproduction). For this reason, creating speciiess is worthwhile. They underpin less volatile
enterprises with a territorial anchorage. Cotitipe advantage will be based on features of the
territory. There is always a risk of devaluatiblwever, of similar assets from other countries
or regions catching up. It is therefore necesdarreturn to specific resources in order to
identify new specific assets. On the othemdaspecific assets bear a high degree of
irreversibility and can encounter conversiproblems. The development of a competitive
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advantage requires the long-term differentiatioraderritory that can rely solely on specific
resources and their interaction with sfiecssets (Samson, 2000b, pp. 75,%90).

It is possible to deduct two types of factor transformation:
1) specification, i.e. the conversion from a generic factor to a specific factor; and

2) activation, i.e. the passage from a latent fatian active factor (Colletis-Wahl & Perrat,
2004, p. 120).

Figure 4.5 illustrates an application of thisgiosis-audit method to Kaliningrad’s resources.
The point is that a development $égy based on specific resources will

X rely on value-added activities;

X  provide long-term competitive advantages; and

X  prevent the departure of footloose activities.

Three development strategies are possible (see arrows in Figure 4.6).

1) Thelow developmenpath is the shift from generic resources to generic assets, e.g. the
valorisation of standard competitive advamtaguch as beaches in seaside tourism or a
cheap workforce in labour-intensi industries. This approaciould bring resources in the
short term; it should not be neglected in relation to starting internal accumulation.
Nevertheless, this path contains a majaakness insofar as the location decisions are
based on looking for factors at a bargain peoé, therefore, can be reversed relatively
easily. Competitive advantages based maanlyprice will make it possible to develop
activities with general features that can tensferred elsewhere, and which cannot
guarantee long-term development.

2)  Thehigh developmenpath is the shift from generic assets specific assets, as in the
upstream movement towards value-addednufecturing or service activities. This
method entails the building of territoriality, i.e. the change from a non-differentiated space
with reversible effects to a differentim territory wherein the connections among
economic actors create an ‘atmosphere’ with innovative impulses and resources for
competitiveness. It is possible to start witie low development path and then to shift
towards the high one. This approach isseldo the development patterns of emerging
South-East Asian countries such as South Korea, Hong Kong and Singapore (although
occurring under very specific conditions, aftee tiesolution of agrarian issues, thanks to
FDI and with strong state control).

3) Thecreation of new competitive advantageshe shift from generic resources towards
specific resources and then to specific assetddtigearrow in Figure 4.6). This strategy
relies on the long-term development of resources that will become difficult to find
elsewhere. It first requires the identification of the specific resources, ways to shift from
generic to specific resources and finally thenification (or creation) of the institutional
actors able to valorise them.

% Colletis & Pecqueur’s (1993) typology is in lingtwPorter's (1990) argumentation on generalised and
specific factors and the factcreation mechanisms.
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Figure 4.5 Typology of the factors based on geographical location
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Figure 4.6 Summary of the three development paths (1 = low development
path, 2 = high development path, 3 = creating new competitive
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Thus, these three development strategies corregpdhd movements denoted in Figure 4.7.
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Figure 4.7 Nine-cell matrix: Correlation beeen the three development paths and the export
promotion—import substitudn—export substitution choice

Low development path High development path| Building-up of new
competitive
advantages

Export promotion Current development
(supplementary)

Import substitution| Current development | Current development
(mainstream) (supplementary)

Export substitution| (Incompatible with the
low develop-ment path)

How do the three development paths correlate thighorientation towards various markets? In

the Kaliningrad context, the principal markerg clearly the Russian domestic market and the
EU. A finer differentiation is possible with tHeU, distinguishing the CEEC markets and the
markets of the mature economies (EU-15)ttiRg an emphasis on catering for the Russian
market means developing impatbstitution industries. Producirigr export can be twofold.
Export promotion means an extensive expansioexpbrts, above all existing exports, such as
developing new oil-drilling and extraction sitasd exporting more ra@mber or constructing

new capacities for the production of pulp. Export substitution, on the other hand, consists of
substituting the existing low value-added expanientation for new exports. The process of
export substitution implies the creation of nexpearts with a higher level of sophistication.

As can be seen in Figure 4.7, the choice betwthe low or high del@ment paths or the
creation of new competitive advantages on the lmeind, and the export—import dilemma on the
other hand, do not line up in the same fieldtéad they form a nine-element cell, of which
eight cells are relevant for Kaliningrad. Inlkéngrad’s case, the low development path cannot
engender export substitution.

The current situation is dominated by import sitbson and by the shift from generic resources

to generic assets, i.e. by development altmg low development path. There are also two
supplementary trends: first, export promotioorg the low development path (the rise of oil
exports resulting from the exploration of the sealfslwhich is unsustainable in the long run
since the resources are limited); second, modest elements of import substitution along the high
development path (e.g. the building-upefitoriality in the furniture industry).

Some of the old specific assets became irr@lieaad unproductive in the new conditions. Such
assets were rather specific because they weéegrited in the international socialist-economic
order of the USSR. A classic example is tbewersion problem of the old military capacities.

At the company level, these assets are hardtsfer (because they are expensive). At the same
time, the assets can be transformed for the merpd development at a territorial level. Two
trajectories are possible. The first one does ra &count of former adseand starts over in
identifying new generic resources and assets, or generic and specific resources. The second one
considers former specific assets by declassifying them into generic assets to create new specific
assets. In principle, the second trajectoryeissicostly. The context of transition opens the
possibility of a rupture scenario, however, whichresponds to the first trajectory. In that case,
some of the inherited development is lost, but higher growth potential may be achieved,
justifying the approach. For Kaliningrad this apmto@an be justified because of its new status

(an open vs. previously closed area) and its new environment (the dismantling of the USSR, and
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the entry of Poland and later of Lithuania inte t8U). In that case, it should be proven that the
first trajectory allows higher growth potential than the second one. An optimal choice could be
to distinguish the sectors for which the continaipproach should be chosen and the sectors for
which a rupture is better. For example, a sttt agriculture oriented towards sustainable
development (for adequate foasdipplies and the protection of rural life and the landscape)
without industrial-style production will representupture in assets but not in resources. In turn,

a strategy oriented towards a high volume imtermediation services (brokers, banking,
consulting, data treatment and the provisionnddrmation) will represent both a rupture in
assets and in resources in view of Kaliningradtsent traditions (Samson, 2000b, p. 38).

4.8 Conclusions

Ouir first task in this chapter has involved ealing the structure of Kaliningrad’'s comparative
advantages. To achieve this goal, a measurement of IIT and comparative advantage has been
undertaken. The second task has been to igeidafiningrad’s basic factor endowments and

their role in regional specialisation and competitiveness.

The calculations of the Lafay indicator of eaded comparative advantage show the following
dynamic trends:

X  astrong and sustainable comparative advantage in the sectors of oil and timber (including
timber, pulp, paper and plywood);

X agradual decline from positive to neutral positiongven negative values in the clothing
and footwear sectors; and

X  a worsened comparative disadvantage enftdod products and machine-building sectors
(in foreign trade).

The limits of the indicator when used soléty foreign trade can be clearly seen. Two broad
sectors with the greatest comparative disacdgmt food products and machine-building,
correspond exactly to the two fields of IKéngrad’'s specialisation. Accounting for
interregional trade flows with mainland Rus$iengs about profound changes in the Lafay
indicator:

X The indicator for food products chaxgfrom strongly negative to positive.
X  The indicator for oil and oil products changes from strongly positive to positive.
X  The indicator for petrochemical products changes from neutral to negative.

X  The indicator for the wood-working sector tiees although remains positive; the same is
true for leather and furs.

x  The indicator for metals changes from positive to slightly negative.

The substantive factor explaining the high IWBRlues in Kaliningrad’s total trade is the
intermediary role of Kaliningrad's economy Russian—European trade and the proliferation of
low value-added, low-degree transformationgasses. Kaliningrad—Russian trade should show

a higher IIT level than foreign trade, but it should not be as high as the value for total trade.
Furthermore, the IIT analysis reveals thaeex to which comparative advantages explain
Kaliningrad's economic orientation. Total trade reveals high IIT values. Although comparative
advantages based on basic factor endowmentsstilbype relevant to explain Kaliningrad’s
orientation, their explanatory power is limitedle need to move away from basic factors to
consider other factors, resources and assets,Inatabuding the legal framework. At the same
time, foreign trade includes the majority of sestwith low IIT values. Here, the explanatory
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power of comparative advantage is ratheorsy and still highly relewva for Kaliningrad's
specialisation.

The contrast of all-Russia comparative advaegawvith those of Kaliningrad leads to the
following observation. Kaliningrad's comparatieglvantages coincide with all-Russia ones as
regards exports (oil, timber, nads and metal-working and pulp). Yet the region also possesses
comparative advantages in consumer electroaics food products, which are sectors with a
markedly strong disadvantage in Russia. The correspondence is clear: Kaliningrad's
comparative advantages are developing irs¢h&ields of import substitution in which the
conditions are best for a partial compensation of the Russian disadvantage.

The wages/labour productivity ratio in the Kaliningrad region, Russia as a whole and Lithuania
(except for mechanical engineering) ippeoximately the same. Meanwhile, the relation
between labour costs and productivity in the regidntdustry is 2-2.5 times less than in ‘old’

EU member states. This feature determines the current orientation of Kaliningrad's industry
and, under certain conditions, can be one of the factors underpinning the competitiveness of
Kaliningrad products exported to foreign markétaliningrad holds comparative advantages in
labour-intensive products compared with thed &U member states and, to a much lesser
degree, the CEECs. But there is no comjppsgaadvantage based on the labour costs/labour
efficiency ratio in relation to Lithuania or to mainland Russia.

Despite certain advantages over foreign canigs in terms of the labour costs involved
(reflected in the ULC indicator), Kaliningrafirms yield considerably to their overseas
counterparts in technological advances (refleatetthe capital/labour ratio). This circumstance
amounts to a serious disadvantage in capital-intensive goods.

Finally, as regards energy and fuel costs asngportant production factor in a number of
industries, Kaliningrad holds a strong advantage compared with the EU, including the new
member states. That being stated, the spreahéngy prices is gradually diminishing. Also,
Kaliningrad finds itself slightly at a disadvage regarding energy tariffs in relation to
mainland Russia.

Conclusions about the problems in terms ofl#mur-, capital- and energy-intensive nature of
firms in Kaliningrad can be summed-up in thdeing points. Kaliningrad is markedly weak

in capital-intensive industries. Its weaknessirergy-intensive industries in comparison with
mainland Russia, combined with its remotenfresn principal raw materials, conditions its
comparative disadvantage in energy-intensive manufacturing. A regional comparative
advantage is only present in labour-intensive sectors.

The analysis of the cost structure allows thentification of several general factors influencing
Kaliningrad companies’ competitiveness witegard to costs. Companies receiving raw
materials from Russia have to bear a higleel of costs for components, significantly
exceeding the average indices across the countrtheAsame time, the share of material costs
in the structure of aggregate production costsampanies oriented to foreign markets (meat-
processing and mechanical engineering) is compatalindices typical for foreign companies.
This result can be explained by the distaméeKaliningrad companies from Russian raw
material sources, which leads to an increasiéncosts of delivery of the components, spare
parts and materials to the Kaliningrad region.

Does the current economic orientation corresportdalmingrad’s factor endowments? Is there
a coherence or contradictiontieen them? Kaliningrad’s ecomic orientation and the major
shift that has occurred in onadha half decades of transition haween described in chapters 2
and 3. In the present chapter, we have deterntimedhe use of advantages in labour costs and
efficiency, along with external factors, has playsdimportant role in shaping of the direction
taken by the regional economy. Today’s econamnientation cannot be successfully explained
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by labour costs alone, however. It must bewdd in combination with other factors,
particularly the SEZ regime. Within the typology regional competitiveness factors (Colletis

& Pecqueur, 1994) and the three developmentspaltiborated in Samson (2000b), the situation

in the region is dominated by import substitution and by a shift from generic resources to
generic assets, i.e. along a low development. phtlere are two supplementary trends: first,
export promotion along the low development path ibe of oil exports due to the exploration

of the sea shelf, which is unsustainable ie kbng run since the resources are limited); and
second, modest elements of import substituabong the high development path (e.g. the
creation of territoriality in the furniturendustry). The SEZ regime plays a major role in
valorising the advantage in labour costs, parti@lyhe detriment of more promising resources.



Chapter 5
Regional specialisation, optimal development trajectory
and distribution of GRP: A synthesis

5.1 Areview of development strategies
Four research questions were put forviar the introduction of this report:

1) What is the relation between enclave cosid benefits and how is it possible to make
enclavity an advantage rather than a disadvantage?

2)  What are the structural characséics of Kaliningrad’'s economy?

3) What is an optimal development strategy for Kaliningrad in view of its
enclavity/exclavity, comparative/competitivealvantages, its current specialisation and
various economic challenges?

4) Does the current state of Russian—EU relations make such a strategy possible or is further
development of EU-Russian relations necessary?

Chapter 1 concentrated on the first question alaghtetns 2-4 provided an answer to the second.
Overall, the current chapter aims at synthesigiiegprevious findings to provide answers to the
two remaining research questions on the theme of an optimal development strategy.

First, we review the major development stgaes for the Kaliningrad region proposed by
scientists and practitioners in the last decade. Some of these strategies have guided
contemporary policy to a certain extent. Itiear that the strategies possess many overlapping
elements and their substance may not diffamash as may be presumed by public arguments.
Table 5.1 compares the major proposals, namely the economic strategy elaborated under the
leadership of lvan Samson (2000a and 2000b), the region of cooperation, the pilot region, the
official Strategy of Socio-Economic Dewgiment until 2010 and the ‘unsinkable assembly
shop’.

The comparison reveals a number of commonalities of major importance. All of the proposals
stress the necessity of openness — there ex@iasensus that autarky or one-sided orientation
(‘fortress’ or ‘aircraft-carrier’ Kaliningrad) is nan option. All of the strategies presuppose the
development of economic relations with t#B&. The region should valorise the Russian—EU
interface and find an adequate place within the framework of Russian—-EU economic
cooperation. The degree of proposed cooperatidgmegration varies, however. Also, all of the
proposals stress the importance of exports for the region, but differ on the issue of whether the
export orientation should be exclusive or be cioath with an orientation towards the Russian
market. Furthermore, there is a wide comsssnon the necessity to preserve the SEZ but to
revise the SEZ mechanism. But the devil istle details, as they differ on the theme of
modifications to the SEZ regime.

The principal divide is on the issue of a specific industry focus and on the question of state
intervention, i.e. whether the state should conduct an active industrial policy and which
industries should be supported. Samsongppsal (2000a and 2000b) and the pilot region
concept are on the liberal side of the divide, as they assume no specific industry focus.
Accordingly, the state should concentrate andheation of general incentives heading towards
upper-scale functions and the valorisation of the Russian—EU interface. Yet such approaches of
the region of cooperation and the Strategy afi&&conomic Development are more proactive.
They propose certain backbone and breakthrosggtors, with an accent on infrastructure
(especially transport) and on issues of economic security (energy and agriculture).
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Table 5.1 Comparison of regional development concepts on the matters of economic specialisation

Concept

Official Strategy of Social

and Economic
Development until 2010
in combination with the

Federal TargeProgramme
2002-10 (Administration of

the KaliningradOblast
2003)

Samson: Three-phase

movement towards export
substitution (Samson, 2000a
and 2000b; TACIS 2002a)

Region of cooperation,

development corridor, geo-
economic approach (Khlopeckiy
& Fedorov, 2000; Klemeshev,

Kozlov & Fedorov, 2002;

Bilchak, Samson & Fedorov,
2000; Gareev, Klemeshev &

Fedorov, 2005)

Pilot region concept

(Smorodinskaya, 2001a and
2001b; Kiel International Ad-
hoc Group, 2002; Birkenbach &

Wellmann, 2003)

Kuznetsova & Mau’s
“unsinkable assembly
shop” (Kuznetsova &
Mau, 2002)

General
orientation

The strategy is amorphous

on the subject. It vaguely

envisages the combination

of import substitution and
export orientation in the
spirit of the region of
cooperation, for both
industrial products and
services.

This approach is primarily
export-oriented, to be achieved
by stages, moving from export

promotion through import
substitution to export

This strategy involves a

combination of targeting the EU
and Russian markets, with the
long-term focus on the former.

substitution based on high value-
added products as well as service

functions.

This concept features a gradual

movement from import
substitution to export
orientation based on the

advantage in labour costs. The
specialisation is in high value-
added goods and services, and
in stimulating an economy of

innovation.

This approach fosters
an export orientation,
mostly in
manufacturing.

Economic
integration

Russian regions and the EUThe focus here is on the EU;
are the primary targets; the Kaliningrad should acquire its
place in the ‘South Baltic growth
triangle’. There is a gradual
change of primary markets:
Russia—Baltic States—CEECs—

CIS and the rest of the
world are supplementary
targets.

EU core countries.

This concept involves an EU—
Russian region of cooperation.

The pilot region concept is the

strongest proponent of

economic integration with the
EU, including a free trade zone,
comprehensive application of
EU standards and elements of

joint administration.

The focus is on an EU-
Russian region of
cooperation.

96 |
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Table 5.1, cont.

Future of the This strategy maintains the SEZ.  The SEZ is maintained but The SEZ is maintained but The SEZ and FTP are The SEZ is revised in
SEZ regime altered it so that it favours may gradually be replaced transformed from compen- order to move away
export substitution and “clean with a system of various satory mechanisms to the from the customs
gate” functions. kinds of local economic instrument of the joint EU— preferences to tax and
zones. Russian pilot project. The investment incentives.

SEZ is revised so that it
favours exports; a transition
period is needed.

Specific FTP focuses on investing in There is no specific industry  The focus of this approach is There is no specific industry  This strategy places an
sectors and infrastructure and energy; the  focus. The “clean gate” on infrastructure focus. emphasis on
industries focus is on the use of 1) function stresses services. On (transportation and manufacturing.

advantages of geographical the product side it advocates telecommunications), energy

position (transport); 2) natural  products with higher added- (aiming at achieving energy

potential (amber, tourism, value (labour-intensive and  security), fishing and fish-

agriculture); 3) production, some capital-intensive processing, amber,

scientific and technical potential activities) rather than the agriculture, tourism and

(full-valued production, extensive production of raw  recreation, and financial

assembling complex household materials and energy. It services.

appliances, electronics, focuses on the role of the

computers, retail, distributing specific resources and assets.
and transportation centres,
development of scientific-based

branches).
The roles of Russia: speciaconomic regime, EU: technical support and Russia: creation of a special EU: investment and financing In the spirit of the
Russia and projects with the FTP, regional  consulting regime in order to integrate  projects rather than grants for ‘region of cooperation’
the EU economic security the regional economy into the technical support should

EU division of labour become the main EU
instruments in its Kaliningrad
policy; Russia: special
preferences for exports to the
European market; the
principle of equal partnership
of Russia and the EU (e.g.
joint financing)

Source Author’s compilation.
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5.2  An optimal development strategy

Benchmarks from the theory of enclaves

The exploration of the enclaves’ economies in chapter 1 provides a comprehensive set of pivotal
benchmarks for moving forward on the issaf Kaliningrad’s specialisation.

Table 5.2 summarises the findings in terms of threats and opportunities, along with possible
responses in the case of Kaliningrad. Negative factors correspond to an enclave’s actual and
potential costs. Opportunities correspond to latent resources or specific resources.

Table 5.2 Enclave-specific negative factors, opportunities and responses applied to
Kaliningrad's economic specialisation

Theory of enclaves Response

Negative factors

High transaction costs; for Kaliningrad thesBecreasing the overall ansport-intensity of
are 1) high transportosts in Kaliningrad— production (specialising in higher value-added
mainland trade and 2) high transaction cosg®ods, employing advanced technology, developing
with the EU member states caused by bordexsnew economy and developing services instead of
acting as barriers to the movement of goodsdustrial production)

services and people

Enclave-specific vulnerability Decreasingetldegree of transferability of assets,
building territoriality and employing a high
development path, i.e. moving from generic
resources to specific assets

Drawbacks of a one-sided orientation ifchieving a multi-vector orientation, producing for
economic activities (notably, being orientethoth the Russian and the EU markets; the latter
predominantly towards trade with thevector requires a regime of economic openness,
mainland); for Kaliningrad, being heavilypossibly in combination with an export promotion
dependent on the Russian market policy

Double peripherality; for Kaliningrad, beingOpenness; potential positive impact from the
located at the economic periphery in relation ®conomic growth of Lithuania and north-east
both the Russian economic centre and the BRéland owing to EU enlargement

core

Small size; for Kaliningrad, the limited size ofOpenness and economic integration; active
the local market as well as the limited size gfarticipation in the international division of labour
locally available labour and resources

Opportunities

Immediate proximity to the EU market Valorisation of the proximity factor through a
regime of economic openness. The potential
benefits of proximity can be valorised in three
ways: 1) through a general regime of openness in
Russian—-EU relations, 2) through a regime of
economic openness specifically in Kaliningrad, and
3) by a set of specific measures aiming at the
promotion of exports.

Source Author’s compilation.
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Kaliningrad as an import—export ‘double springboard’

Currently, Kaliningrad concentrates almost esolely on producing for the Russian domestic
market. It functions as a springboard for imports to enter the Russian market by using the
advantages provided by the SEZ. As shown mptér 1, successful enclaves tend to develop a
multi-vectored orientation, avoiding concentration on the mainland. Kaliningrad's one-sided
orientation is dangerous anthsustainable. The exclusive concentration on the mainland’'s
market is unequivocally harmfaind dangerous from the point of view of sustainable economic
growth and enclave-specific vulnerability. lKengrad should optimally arrive at a multi-
vectored orientation, combining productiorr footh the Russian market and the EU market.
Instead of being a springboard towards only the Russian market, Kaliningrad would become a
‘double springboard'. Its capacity to propel tradev$ in either direction would be based on the
valorisation of its specific resources and tegion’s competitive advantages in labour- and
transport-intensive manufacturing. The tax incentives of the SEZ would only supplement the
more fundamental aspects ofji@nal economic development.

The production of vodka is an instructive, albeit specific, example of why a producer might
choose Kaliningrad to manufacture a product fquogt. In 2003, 2.1% of Russia’s production

of vodka and other strong alcoholic beverages took place in Kaliningrad. Meanwhile,
Kaliningrad accounted for 24% of vodka exjsorso Kaliningrad-based enterprises positioned
themselves in the highly profitable segment. Vodka as a good is transport-intensive. Thus, the
proximity of Kaliningrad to the principal export market, the EU, steps forward as the reason to
produce for export. The remote Russian domestiketas served by other factories located on

the mainland, in the vicinity of the market.

The numerous non-tariff and technical barrierdrémle (TBTs) complicate access to the EU
market. They determine the necessity of expomotion. A comprehensive strategy for export
promotion may be required. For this purpdsegign experience should be studied and adapted
to specific circumstances. Yusupov (2000) cadek that export promotion in Russian regions
is at a very low level. The nascent state of redierport promotion is retad to factors such as

i) the great extent to which the export imtstis of large producers determine the content of
regional policies, ii) an obvious insufficignof resources for comprehensive and long-term
export promotion programmes, and iii) the paoordination of activities at the regional and
federal levels. At the same time, grand budgets not always needed to attain substantial
results. A list of possible measures includes rimition and consultingmarketing support,
technical support, etc. Preference should kermgito regional SMEs that produce goods with
high added value (Yusupov, 2000, pp. 25-26). €h@oposals correspond to models used in
Western and northern Europe, as shown by Borodavkina (2001).

Moving towards an optimal development trajectory

The specific nature of the Kaliningrad regioquees original and innovative approaches to the
problems of the regional economic specialisati®he factors that determine the region’'s
economic and political environment only partiallyirade with those of other Russian regions.
Nor do they coincide with those of adjacent countries and regions. Moreover, issues of
international and interregional specialisationtihe specific case of Kaliningrad should be
viewed together, inseparable from one another.

Development strategies are ways to stimulate or attract and orient investment to achieve
stronger growth and a better economic structlihe main variables of development strategies

are the amount of investment (investment m@mpared with GDP), the origin of investment,

its sectoral pattern (leading sectors) and an open economic regime to the foreign environment
(highly open, protected or mixed variations)eThtter two variables — sectoral patterns and the
economic regime — are directly relevant to owestigation of the problems of Kaliningrad's
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regional specialisation. The main strategiescaly tested in the past, are the promotion of
exports, import substitution andetisubstitution of exports. Theseasegies may be pursued in
the framework of a variety of development gativherein the main choice is between low and
high development trajectories. There is alsoialthath, which consists of a rupture with the
past and the build-up of new contifige advantages in the territory.

Each trajectory represents a different formeobnomic integration. By following either path,
Kaliningrad is fitting, in a uniqgue manner, intbe interregional and international division of
labour.

As noted in chapter 4, import substitution andghigt from generic resources to generic assets,
i.e. development along the low development path, epitomise the current situation in Kaliningrad.
There are also two supplementary trends: i) export promotion along the low development path
(the rise of oil exports due to the exploratiortted sea shelf, unsustainable in the long run since
the resources are limited); second, modestmehts of import substitution along the high
development path (e.g. the building-upefitoriality in the furniture industry).

Import substitution and the shift from generico@xes to generic assets, i.e. development along
the low development path, epitomise the current situation in Kaliningrad. Meanwhile, the
trajectories have to be viewed from the vapt@gint of relations between exclave costs and
latent resources. A successful economic sisatehould be able to achieve two results
simultaneously. First, it should allow a minimisiofexclave costs, which total 15.9% of GRP
(Gareev, Zhdanov & Fedorov, 2005%econd, a successful strategy should valorise available
resources. In other words, it should be favourablmaking Kaliningrad’s enclavity a resource.

An optimal strategy should induce a specigisathat would be well adapted to the specific
conditions of Kaliningrad as an enclave anduld simultaneously minimise costs and take
advantage of resources. This is certainly a difficult task and no panacea is available. Generally,
enclavity/exclavity is a negative factor foroeomic development. Kaliningrad is no exception,
since its enclave status impedes access to thetbteenefits of its geographical proximity to

the EU market.

For Kaliningrad, taking the low developmenttipaneans the valorisation of the standard
competitive advantages of relatively cheap labaurlabour-intensive industries. The low
trajectory does not counteractotave-specific vulnerability, hogwer, since it does not reduce
the transferability of assets. Decreasing the eke@f transferability of assets and building
territoriality is an absolute must for Kaliniregt, since this small and detached region is so
exposed to exogenous shocks.

Setting up assembly and manufacturing planenismportant instance of the low development
path. Kuznetsova & Mau (2002) argue in fawvoof a radical change in the region’s
specialisation by moving towards an export oa¢inoh. The movement should be twofold. The
share of domestic production should increase kameously with the re-orientation towards the
manufacturing (assembling) of export productione Buithors illustrate the change by the vivid
image of the move from an “unsinkable airciedirier” to an “unsinkable assembly shop”.
However bright the image is, it is fallaciousdause of the “sinkability” of an “assembly shop”.
Such specialisation is based on the valorisatibgeneric assets, most notably advantages in
labour costs. This advantage is inherently di@mt. Moreover, in the case of Kaliningrad, the
current comparative advantage in labour-intensiamufacturing is predominantly the result of

! See section 4.5 on the quantification of somelame costs. The estimati by Gareev, Zhdanov &
Fedorov (2005) accounts only for direct costs. It does not include the less visible costsgoarbei
exclave, which are much harder to quantify. Sdchwbacks include, for example, enclave-specific
vulnerability, which mcessarily constrains business opportusitiy the uncertainty of supplies and
production distribution.
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not so much the labour costs per se as ttheS&lZ regime, which is bound to dissolve by 2016.

A gradual movement towards an export omion is justified in this respect, as the
comparative advantage in labour costs relative to the EU is more solid. Nevertheless, the
difference is not critical in relation to the CEECs. It also has to be offset against the cost of
penetrating the EU market and against exclave costs.

A high development trajectory represents thiét $lom generic assets to specific assets. An
asset is specific when its valuean alternative use is lower thamits current one, i.e. the value

of the asset is connected to a precise location and environment, both economic and social. The
transfer from one use to another will incuegoverable costs. The difference between generic
and specific assets is more quantitative than qualitative: the degree of transferability (its costs)
determines the asset's specificity. Creating specific assets will underpin the establishment of
less volatile enterprises with a territorial hoage. A high development trajectory can be
described as an upstream movement towarldesadded manufacturing or service activities (or
both). Territoriality, i.e. the change from a nofffelientiated space with reversible effects to a
differentiated territory, is built on these foundagso Reducing the degree of transferability of
assets by moving from generic to specific aspetwvides an efficient response to enclave-
specific vulnerability.

In fact, a high development path as a routgatals economic development is ubiquitous in
development economics. It is even more camms a prescription for transition economies.
Our point here is that a high developmerjdctory is especially necessary in Kaliningrad
because of its specific enclave status.

The building-up of the territory’s new competi#iadvantages is based on the shift from generic
resources towards specific resources and tteerspecific assets. The creation of new
competitive advantages in the current contexthef Kaliningrad region can be viewed as a
supplementary trajectory for the development of a new economic specialisation. It is
particularly valuable for the development of advanced services.

Two additional reasons to prefer a high depment trajectory and the building-up of the
territory’s new competitive advantages to the Idevelopment trajectory are that the former
approaches are more compatible with the dbjecof reducing the transport- and energy-
intensity of the regional economy. Exclave-sfieccosts for transportation and transit are
estimated at €239 mn for 2004. This is a hefty burden for the regional economy, amounting to
12.3% of GRP. The extra costs of the delivefyenergy sources by rail for similar distances
across Russia and to the exclave through theaees of other states in 2004 led to prices that
were 10-15% higher for Kaliningrad consumergamparison with average consumer prices in
mainland Russia (see chapter 4). Specialisirftigher value-added goods and employing more
advanced technology are means to counteractptioblem and to lower the transport- and
energy-intensity of industrial production, iwh lie in the realm of a high development
trajectory. Developing an information economy and increasing the share of services in the GRP
are means connected to the third development pédich stipulates a rupture in existing assets.

Overall, an optimal strategy would prinigr entail switching to the high development
trajectory, supplemented by the building-up of new competitive advantages in some sectors. In
Figure 5.1, this approach is represented ggblyi by moving towards four cells in the lower

right corner of the nine-cell matrix (first presented in Figure 4.7), showing the correlation
between the three development paths ared ékport promotion—import substitution—export
substitution choice.
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Figure 5.1 Moving towards an optimal specialisation in Kaliningrad

Low development High development Building-up of new
path path competitive advantages

Export promotion| Current development
(supplementary)

Import Current development
substitution (mainstream)
Current development
(supplementary)
Export
substitution

An optimal specialisation would be situatedithin the high development trajectory,
supplemented by the building-up of new compegitavantages in selected economic sectors. It
simultaneously combines both the Russian maakek the export market, notably that of the
EU. Furthermore, it should minimise exclavestsoand valorise resources so that the enclave-
specific opportunities outweigh enclave-specific costs.

This strategy should be achieved through

X aregime of economic openness to enable multi-vector specialisation and an optimal place
in the EU-Russian trade interface;

X  avalorisation of the geographical location ‘within’ the EU;

X  concentration on high value-added activittescounteract enclave-specific transaction
costs;

X  a decrease in the transfeitiyp of assets by moving towards specific assets anchored in
the territory; and

X areduction in the overall transpdntensity of production.

Within this model, there remains the vulnalip and dependence on a) transit reliability and
transport costs, and b) good M-S relations. Tuce it, the enclave will have to move towards
high-tech products with a low transport component and a high immaterial component (high-tech
consumer products, advanced services, eesrromy products and advanced tourism).

The quest for an optimal specialisation is nik&tly to proceed in conditions where exogenous
shocks have a significant impact on Kaliningrad’'s economy. Three of these are likely to feature
prominently in the following dcade: Russia’'s WTO accession, the gradual change in the SEZ
regime (the 2016 problem) and possible advances in the Russia—EU CES (Table 5.3).
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Table 5.3 Main factors pertaining to thBanging conditions for externaiconomic activities in
the Kaliningrad region (status at the beginning of 2006)

Factor Short-term Medium-term Long-term
(process) perspective perspective perspective
(1-3 years) (3 to 6 years) (7+ years)
Formation and The new 2006 SEZ law FTP ends in 2010 The 2016 problem will
implementation of the  begins to function; the unfold; negotiations on
federal strategy towards FTP is further the creation of a
the Kaliningrad region  implemented Russia—EU CES may
affect Kaliningrad
Russia’s accession to theRussia’s accession to  Transition period Completion of the
WTO the WTO (changes in agreed transition period agreed
federal policy towards  with the WTO with the WTO; impact
Kaliningrad owing to of the Doha round

WTO accession criteria
have already occurred
in the 2006 SEZ law)

Development of The re-negotiation Development of the  Beginning of
cooperation between process on the Russia—EU CES implementation of the
Russia and the EU, Partnership and concept CES and other
including the EU-Russia Cooperation common spaces;
CES Agreement may possible instances
include the topic of include a free trade
Kaliningrad, most agreement, a visa-free
likely restricted to the regime, large
transit issue infrastructure projects,

trade facilitation and
regulatory convergence

EU enlargement to the Remaining impact of

east the enlargement on
trade and border
regimes; enhancement
of the new EU member
states’ economic
competitiveness

Source Author’s compilation.

The adoption of the 2006 Federal Law on the SElnKmrad lays the foundations of the 2016
problem, which was mentioned above as one efftliure milestones ithe development of
regional specialisation. The problem is caused primarily by the fact that the old regime of
customs preferences ends in 2016. In addition, the transition period after Russia’s WTO
accession should end around that year as well. The 2016 problem underpins the necessity to
move towards an export orientation and awaynftbe current one-sided concentration on the
Russian market. It is worth reiterating that thall@nge put forward by the 2016 problem has to

be addressed much sooner than 2016.

The impact of the CES would depend on dtsncrete content and the timetable for its
implementation. Overall, EU-Russian econonmtegration is likely to be beneficial for
Kaliningrad, since it would reduce the degreetlavity and diminish exclave costs.
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Fitting into the Russian—EU interface

The issue of Kaliningrad's specialisation neeeg has to be seen in the framework of
Russian—EU economic relations. There is no vigolenomic alternative for Kaliningrad other
than to fit into the Russian—EU interface €ft are two major aspects to this issue:

1) The future of Kaliningrad’s regional economydaits specialisation has to be viewed in
connection with the prospects of Russian—EU relations and their economic integration.
The establishment of the CES could become the cornerstone of Kaliningrad's economy.

2)  Also, Kaliningrad’s specialisation is depenten the contents and dynamics of trade
flows between Russia and the EU.

In 2002, when Kaliningrad found itself at the trenof EU-Russian relations, both the EU and
Russia recognised the fundamentallyique nature of the Kaliningrad region, the existence of
its special problems and the necessity to apppecial approach to solving them. Medvedev &
Ignatyev (2005) emphasise the rolekafliningrad in EU-Russian relations:

Kaliningrad emerges as a key issue on the EU-Russia agenda. It is divisive, and a defining
issue in the EU-Russian relations. Not only does it have a unique territorial format, a
Russian exclave in the EU, btialso enjoys an exceptional exnic regime, the SEZ. Itis

a peculiar hub of globalisation, and a testtfee ability of Brussels and Moscow to find
innovative solutions for the Zkentury (2004, p. 141).

Until now, however, the main efforts have feed on solving visa-regime issues. A number of
more substantial and complicated problems flrming the proper conditions for external
economic activities in the Kaliningrad region, isthwill determine the competitiveness of local
companies on the regional, Russian and foreign markets, are still to be addressed.

A deep and comprehensive integration between the mainland and the surrounding state can
remove a number of enclave-specific problemsjuding that of exclave—mainland transit.
Integration eases (or removes altogether) the transit problem and reduces enclave-specific
conflict potential. Economic integration can greatigninish the inherent economic problems of

an enclave. Very deep EU-like integratiom really necessary. As discussed in section 1.3,
there are certain crucial elements of politicadl @conomic integration, the presence of which is
pivotal for the enclaves, most notably fread in goods and services and a visa-free regime
making possible the free movement of peopleis Tgoint is well illustrated by the case of
Kaliningrad where the problems of both passenger and cargo transit arise exactly because the
relations between Russia and the EU (or itsnimer states, Poland and Lithuania) have not
reached any of these conditioByen partial progress in one of the fields can greatly benefit the
enclave, surpassing by far the positive impacintégration on the other regions of the same
state. When borders become more penetrabtame of the enclavity/exclavity quality
disappears, since the territory is now effectielss of an enclave within the surrounding state

and less of an exclave in relation to itsimend. M-S integration may thus lead to a
diminishing of enclavityde factothrough the relativisation of the borders.

The conclusion is drawn in the previous sectiwat an optimal strategy would entail switching

to a higher development trajectory, suppleradnby building new competitive advantages in
some sectors. This approach is combinegth viurning towards the EU market while not
rejecting the Russian market. In this way, Kialgrad would arrive at an optimal combination

of production aimed at both the Russian and the EU markets. Is such a strategy possible in the
context of EU—Russian relations? Does the acta# sif relations make it possible? Are further
developments in EU-Russian relations necessary?

The current state of Russian—EU relations isfasburable to the economic development of the
Kaliningrad region. A lack of economic opennesghtentry barriers to the EU market and high
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transaction costs in trade with other Russian regions (partly caused by EU enlargement) impede
the transition to an advanced and lessnetdble economy. Moreomprehensive economic
integration would unlock the potential of the region. Regulatory convergence, the lowering of
the TBTs and the facilitation of the movemenpebple are in this respect of no less importance
than more traditional trade integration. These factors have to be supplemented by political
stability and good neighbourly relations basedrast and understandingconomic integration
between the partners would entail a major positivenge for the Kaliningrad enclave. It would

allow Kaliningrad to achieve a multi-vectoredentation, producing for both the Russian and

the EU markets, and thus avoid a heavy and unhealthy dependence on the Russian market alone.
It would effectively counteract the drawbacks of the enclave’s small size, overcoming problems
linked to the limited size of both the localarket and the local production base. The most
important consequence of prospective EU-Russt@momic integration is that it would help to
valorise the advantages of the Kaliningrad oegiwhich includes its proximity to the EU
market. Strained EU—-Russian relations woskriously impede economic development and
would make Kaliningrad more depemii®n Russian federal subsidies.

In relation to this argument, an analogy with the hedgehog can be drawn from the animal world.
An enclave needs to be omnivorous: while ecaooties with the mainland are natural and
important, an enclave should develop an ecaoanrientation aimed at both mainland Russia

and the EU. As the hedgehog crosses the roaddél®irbetween parcels of the forest where

the hedgehog searches for food), it needs to watch out with great care to avoid being crushed
under the wheels of passing vehicles, since itsrabdefence does not help if it is overridden

by either the surrounding state or the mainlaatesiGoing further along with animal analogies,
when two mighty animals, the bear and the elephant, moving around the same place, the

little hedgehog always has to be on the alert. The great animals can trample on it accidentally,
with no malicious intent. The enclave is none the better for it.

At the present stage, the state of EU-Russ&ations weighs hedy upon Kaliningrad's
economic performance, since theyatve aspects of enclave status are related to factors that are
both political (e.g. the introduction of the visajiraes by Poland and Lithuania in 2003 or the
Lithuanian transit issue) and economic (e.g. naifttharriers to the EU market). Still, in the

long run further development of EU-Russian relations along the lines of the common spaces
carries substantial positive potential foe thaliningrad region as an enclave.

The idea of a Russia—EU free trade zone (FhZaliningrad was proposed by Ignatyev and
developed by the EU-Russia CoopenatiProgramme (2003), Vinokurov (2004e) and
Vinokurov et al. (2005). The core concept of diiagrad FTZ would be that the EU opens its
market for Kaliningrad’s goods with certain quigliitions (particularly adequate controls on the
rules of origin), whereas Russia would keep Kaliningrad market as open as it is now (the
only change needed is the removal of imgprotas). The Kaliningrad FTZ would be put into
place by a bilateral EU-Russian agreement on Kagjhaid. It may be solely devoted to an FTZ
or be more complex and handle other issues retdeaKaliningrad in the Russia—EU context.

The idea is unlikely to be put into practice, hoeewwing to its legal and political complexity.

Since a Russia—EU FTZ in Kaliningrad is hardly feasible and the EU-Russia CES is feasible
only in the long run, the dependency oflikeagrad on the qualitave and quantitative
characteristics of Russian—EU trade comes théoforeground. Kaliningrad has already taken

% The animal analogy is adopted from Emerson et @D2also available in Russi). Indeed, the bear is

a long-standing image of Russigcently taken as a party symdoy the United Russia Party. The
elephant suits the European Union: “It is even bighan the bear, but is rejddomesticated and has a
placid character. It moves slowly but with great weight. It sometimes unintentionally tramples on smaller
objects” (ibid, p. 1).
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up an intermediary role in Russian—EU trade. Kaliningrad’s high degree of trade openness, with
trade flows exceeding GRP by 2.7 times, isimmediate consequence of the region’s trade
role. Nevertheless, this is based on the amast privileges anchored in the old SEZ regime,
which favours low-degree transformation processes, notably assembling. An optimal
development would foresee moving from lote- medium- and high-degree transformation
processes. More details on that are provided in the next section.

Industry, services and agriculture in the GRP

When discussing the issues of economic developierah economic policy, this author situates
himself in the liberal paradigm. In the long ranstate official, politician or scientist cannot be
more efficient than the market. The state should not determine specialisation in a proactive way.
Rather, it should determine thegéd framework and the rules of the game, and let the market
decide. At the same time, tigtate can indirectly induce the economy to opt for a shift in
production by anchoring various incentives in the national legislation.

Putting together our findings from the diagnosticthe current regional specialisation, the
theory of enclaves, the importance of extestadcks for the regioh@conomy and an optimal
development strategy, several remarks may badenoa the distribution of Kaliningrad’s GRP.
The analysis of six selected branches (fuel, furajtamber, agriculture, transport and tourism)
in section 5.4 further develops the remarks below.

1) The share of agriculture in the GRP is already relatively low and is unlikely to increase in
the future. Regional agriculture can concentrate on

X servicing the local market;
X  producing a few export products, such as rape; and
X producing limited volumes as inputs regional food processing.

But unlike Russia, which is properly factargowed to specialise in agriculture in the
future, for Kaliningrad specialisation in agricultural products is not justified (Korolev,
2002, p. 16).

2) Industrial manufacturing is able to remairstronghold of the regional economy and an
engine for economic development. It hasniove towards activities with higher added
value and sectors with a higher degree oftterality. There is also a need for a narrow
specialisation and clustering.

The relative share of construction has alnmsibled in the post-1998 years, reaching 9%

by 2003. The construction boom is a consegeeof the overall economic recovery and a
very fast rise in personal incomes over recent years. The construction sector is thus a
variable of growth in industrial production and services.

3) The share of services in the GRP has risen f&gignily over the transition period. It has
not decreased in the post-1998 years despite ragustrial growth. That means that the
development of services accompanied industrial growth as well as the fast growth of trade
flows. Despite the rise of the share eérvices in the GRP, their potential is
underexploited. Services, ranging from transpotbtaism, should take a larger share in
the GRP. Tourism and ‘clean gate'-types amfvanced services in the field of trade
intermediation (Samson 2000a and 200DACIS 2002a) are among the most profitable
sectors. They are fully compatible with thgh development trajectory and fit perfectly
into an ideal ‘enclave’ specialisation.

Transport is a backbone of the regional economt both underpins the functioning of
Kaliningrad’s regional economy as a whole and serves Russian—EU transit. The transport sector
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produces 8-9% of GRP with a slight upward trend. Even more important, the presence of a
relatively powerful and well-developed transpartdustry facilitates the current and future
specialisation of the region as a whole. Wisllgigesting a pronounced transport specialisation

is wrong from the point of view of exclave cgstegional transport will remain an asset for
industrial development and trade-related services.

The weight of intermediate goodsd IIT is growing in world trade. A growing trade-to-GDP
ratio owes much to what Jones & KierzkowskigIPcall an ‘intensive’ growth of international
trade. New trade models, which take into accdbatfragmentation of production, point to the
possibility for a country or region to acquire a comparative advantage in a certain product where
there was no advantage previously. If a countrsegion has a comparative advantage in one of
the production stages, it has an opportunity torahteworld market even if it does not possess

a comparative advantage in the whole product. For example, country A with an advantage in
labour-intensive manufacturing can efficiently produce labour-intensive components, while a
capital-intensive country B would keep its cargtive advantage in other important production
stages and in the finished good by fragmenting the production and moving labour-intensive
stages to country A.

Kaliningrad has a chance to enter the world reankost notably the EU market, along the lines
of this model. The region’s advantage qualified/unqualified labour, combined with the
proximity factor as well as the SEZ makes it possible. Proximity is vital in the fragmentation
and outsourcing processes, since rises in thesflof intermediates increase the transport-
intensity of the final good. This process would be accompanied by a further increase of IIT.

Econometric analysis by Baldone, Sdogati & Tajoli (2001) demonstrates that labour costs,
geographical proximity and cultural closeness are the most important reasons for choosing a
location. Yet, after having chosen a certain country as a location for the fragmentation of
production, EU producers often prefer to stick this location regardless of the relative
dynamics of labour costs. For example, Gerrmampanies that invested heavily in Hungary

and the Czech Republic in the 1990s did ntdcate to Romania or Bulgaria. On the other
hand, producers from other EU member states that entered the realm of fragmentation in the
2000s are substantially guided by the factor of labour costs. This analysis suggests that countries
such as Italy and Spain should not be underestimated as potential investors in Kaliningrad.

Transport, the intermediation of trade and stdal development intersect in the so-called
‘industrialisation of transit’ model. This mddés practically employed in Rotterdam and
Singapore as well as in such second-tier Europeds @siRouen, Barcelona and Le Havre. The
model stipulates adding value to transit goods by processing them, mostly in ports and relative
to port activities. This model might be relevémtthe existing generic assets in the Kaliningrad
region and to moving from generic to specific assets. The idea underpinning the application of
the industrialisation of transit in Kaliningradahd be the reduction of transport-intensity of
both exports and imports after processing.

An application of the model stipulates the processing of goods in transit, ranging from low- to
medium-degree transformation processes. Sorsigng, sawing and packaging are typical
instances of low-degree transformation. These itiesvare relatively neglected in the current
conditions of the SEZ requirement of adding 30% of value, but they are likely to come to light
in the conditions prescribed by the new SEdimee. Medium-degree transformation processes
may include, for example, assembling.

® Baldone, Sbogati & Tajoli (2001) elaborate a formal econometric model that incorporates
fragmentation.
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Nevertheless, the weakness of the model is in its concentration on low-degree transformation
processes. From the point of view of an optispécialisation, it has to be supplemented by
advanced, value-added logistic (VA&grvices. The main VAL activities are

X  Receiving goods, and prepariagd breaking-up shipments
X  Storage, distribution and order-picking

X  Centralising and customisingdding parts and manuals

X  Assembly, repair and reverse logistics

X Quality control and product testing

x Installation and instruction

X Product training on the customer’s premises

These activities feature prominently on the lisadfanced services in trade intermediation. The
combination of the industrialisation of tréinand VAL services would allow Kaliningrad to
progress towards a more advanced transport digatien, organically connected to industrial
development and the growth of services. Thisd example illustrates the construction of a
pronounced territoriality that is so greatigeded by the Kaliningrad enclave.

Throughout our investigation of Kaliningradeconomy, we have regarded the region as a
whole. Although a spatial analysis lies at the heart of our methodology, we have not delved
‘inside’ the region. Brief remarks on the imal spatial distribution of economic activities
would nevertheless be justified. The procesaggflomeration within the Kaliningrad region has
been visible throughout the 15 years of traositiThe regional capital currently accounts for a
little less than half the region’s population. The economic potential, however, is much more
concentrated in Kaliningrad. Smaller towns do well only when they are in possession of a
specific advantage. Zelenogradsk and Svetlogarskresorts. Svetly and Baltiysk are ports
(Baltiysk owes its relative well-being to theasibning of the Baltic Fleet). Guryevsk is
developing as an extension of Kaliningrad, progjtfrom its immediate vicinity to the regional
capital. Meanwhile, the economic capacity of other towns that were doing well during the
Soviet era — Chernyakhovsk, Sovetsk, Gvarde§glsev and Bargationovsk — is declining. The
economies of localisation stem from the standdedshallian trinity oflabour-market pooling,

the supply of international goodsid knowledge spillovers. All tee of these tend to develop at

the level of a single city or a small cluster of cities, “an area small enough to make it possible
for people to change jobs without changing $esy for hard-to-transport goods and services to
be delivered, and for regular personal contactake place” (Krugman, 1991, p. 70). The first
aspect, labour-market pooling, is decisive shaping the area of possible economies of
localisation in the Kaliningradblast This area comprises the city of Kaliningrad and those
small towns that are located within a maximuadius of 30-40 km. This circle effectively
envelops about 70-75% of the region’s populatiime network of roadsra railroads is dense

but too outdated to allow commuting from more remote destinations. In the long run, Svetly, the
resort towns on the coast, Guryevsk anda@eysk are likely to become part of the
agglomeration, whereas Chernyakhovsk, Sdyésisev and so on will remain outside.

5.3  Selected branches of the regional economy: What is their place in
regional specialisation in the long run?

Fuel industry

Four circumstances currently make oil extractiothie Kaliningrad region profitable. First, the
deposits are located close to the export markigttaBkers can be used to ship oil to the EU,
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keeping shipping costs low. Second, oil extracted in the region is of high quality. Its minimal
sulphur content allows it to be classified as Braifitich costs 16-19% more than typical oil (for
Russia) from the Urals. Third, since Kaliningrad oil is not transported by pipelines, it is not
mixed with oil of different quality, as is ¢hcase with Russian oil in general. Fourth, olil
extracted in the SEZ of Kaliningrad (excluding gea shelf, which is not part of the zone) is
not subjected to custom duties.

Oil has been extracted in the region since 191 historical maximum of 1.5 mn tonnes was
reached by 1985. After that, output declined. Since the mid-1990s, extraction has stagnated at
0.75 mn tonnes per year. The figure began grgviiom 2005 onwards after the exploration of

the Baltic Sea shelf began. Some 1.2 mn tonnes @dracted in 2005, compared with 0.82 mn
tonnes in 2004 (KRCS, 2006). The extraction of about 0.65-0.70 mn tonnes is planned, both
inland and on the sea shelf (Kravtsovskoye deposit). The explored reserves (about 8.0 mn
tonnes inland and 8.0-9.0 mn tonnes on the sea shelf) should allow extraction for a further 10
years. Two companies are present in the rediom,Russian giant Lukoil (with 95% of the
market) and Kaliningradmorneft. The lattemaller company was bought by an American
investment firm in 2005.

The share of oil extraction in the industrial output ofdbtastis about 9-11% depending on the

year (see Figure 5.4 for shares in the GRP, 1999-2003). Yet oil receipts equalled 74% of the
balanced financial results of 2004. This evitkeris convincing of the high profitability of oil
extraction at present. Its contribution to thgioaal budget is disproportionally large, too. The
share of oil extraction in all business taxeented in Kaliningrad exceeded 30% in 2000204.

Table 5.4 Fuel industry

1999 2000 2001 2002 2003
Share in the GRP 187 255 20.4 15.7 13.2
Growth, in % to previous year 94.1 105.6 990.1 100.4 101.3
Source:KRCS (2004).

The shipping of Russian oil is an impartacomponent of the regional economy as well
(although it is not a formal part of the fuel industry). Some 90% of the oil processed in the oil
terminals on the Kaliningrad coast represents thestt of Russian crude oil, in conditions of

high prices and insufficient capacities of pipelines and other sea ports on the Baltic coast. Oil is
delivered from mainland Russian by railway tam&gons, since there are no pipelines. The high
prices justify the elevated costs of long-diste shipping and transit through Belarus and
Lithuania. There are terminals in Svetly, Baltiyekd Kaliningrad. The investments realised by
Russian companies in these terminals are quibstantial for the region. For example, Lukoil
invested at least $100 mn in its own terminal in Svetly with a capacity of 4 mn tonnes. This
investment alone is double the annual inflow of FDI.

Nevertheless, the prospects for the oil industith wegard to Kaliningrad’s specialisation are
seriously limited for the following reasons:

X  The explored reserves in the territory of tidastand on the sea shelf will be exhausted
in 10-15 years.

X The economic viability of the construction of @ihrefinery in the region is questionable.

“ Derived fromExpert 25 April 2005 (an authoritative Russian economic weekly journal comparable in
its format toThe Economi$t
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X  The costs of shipping Russian oil throughiKiagrad are markedly higher in comparison
with pipelines and other ports. Augmenting the pipelines’ capacities and further
enlargement of the terminal capacitiesUst-Luga as well as the ports in the Baltic
States, combined with enclave-specific risks (Lithuanian and Byelorusian transit),
diminishes the attractiveness of oil shipment through Kaliningrad.

The shares of oil extraction and shipping wilinagn high in the regional GRP structure as well
as in regional finances in the medium-term. Still, their relative weight is destined to decline in
the long rurT.

The furniture industry from the viewpoint of competitiveness

Arguably, there were practically no furnitureoducers before the transition (only one medium-
sized furniture plant). The industry appeérfrom nowhere in the mid-1990s and grew
exponentially. According to the Association Kfliningrad Furniture-Makers, the industry
counted about 40 enterprises and some DOd@ployees by 2002. The production volume
grew by 40% in that year. The industry produced 5.7% of the Russian furniture output (NWCO,
2005) in 2003. The primary market is Russia. In 2002, 83% of the output was shipped to the
mainland, whereas 10% was sold in Kaliningeai 7% was exported, mostly to Belarus and
Ukraine (Box 5.1).

Box 5.1 The Russian furniture market

The capacity of the Russian furniture market is estimated at $2.6-2.9 bn in 2004. Russian pfroducers
occupy less than half of it. Consumer demandhim middle- and high-quality segments are almost

fully served by imports. According to government estimations, furniture is produced7B9 |5,
companies, including more than 500 large and medized enterprises. The share of small firms rose
from 11% in 2000 to 20% in 2004.

Consumption volumes more than doubled in five years, from $9 per capita in 2000 to $20 per ¢apita in
2004. Expert estimations account for variousitaithl factors (including the shadow economy) and
arrive at the more elewad figures of $14 for 2000 and $29 ##:04. Consumption was forecast to rjse

to $22 in 2005 ($32 according to expert assessments). The total consumption volume in Russia was
expected to total $3 bn according to official data and $4.6 bn according to expert estinBattgns.
furniture consumption in Russia remains at a very low level compared with developed countries. The
world furniture market exceed®2®0 bn. French and German sgiery per capita exceeds Russian
spending by 7-10 times (the French spend up to €200 per year on furniture shopping). In addition,
consumption growth is slowing in Russia. It grew by 13.7% in 2001. By comparison, the total market
volume grew by 5.3% in 2004 in real terms (13% in nominal prices). It is expected to grow by [a mere
2.3% in real terms in 2005.*

* See the website http://www.rbcdaily.ngws/market/index.$iml?2005/05/14/202008.

Three main factors are named by furniturakers as regards the competitiveness of their
products. First is the SEZ regime, which provides for the duty-free import of furniture
components, notably from Poland but also from Lithuania, Germany and Italy. Second is the
low cost of labour relative to EU competitovghich underpins regional competitiveness. Third,

the furniture-makers underline the importance of &ectricity tariffs. In 2002, they enjoyed a
price of $0.03 per kWh, compared with $0.12 in Poland and $0.20-0.30 in Western European
countries.

®> The share of oil and related industries is likely to decline owing to limited opportunities for growth
compared with the economic growth potential in other sectors. In practice, however, political will can
counteract economic realities. The newly appoin@olvernor Georgy Boos is known as a vocal
proponent of grand petrochemical projects in the region.
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The furniture industry is characterised by high labour-intensity and relatively low capital-
intensity. It also features a medium-level demand for electric power. Thus, the Kaliningrad-
based furniture industry has perfectly ‘fittedtarthe advantages offered by Kaliningrad and its
SEZ. The perfect fit allowed unimpeded growththod industry virtually from scratch, making it

a success story of the Kaliningrad SEZ.

Yet several considerations might dampen #mthusiasm of economists, entrepreneurs and
policy-makers.

X  The most important factor for the future of the industry is the transformation of the SEZ,
with import privileges (which the Kaliningrddrniture industry uses most actively) being
replaced by tax preferences for big investdisbegin with, under the present regime, the
Kaliningrad furniture-makers have a competitive edge over their counterparts on the
mainland. Retaining at least some of thelvantage is a major challenge for the regional
producers. The conditions as regards basic fasts are neutral for labour and slightly
negative for energy.

X  The above factor is augmented by the antieipatecline of import tariffs in the course of
Russia’s WTO accession. The high import tariffs on furniture at present (20%) will
inevitably fall, causing Kaliningrad’s competitive edge to erode further.

x  Kaliningrad’s furniture industry consists @usively of SMEs. In fact, this can be
regarded as one of its greatest strengths. But the new SEZ regime envisages a threshold of
RUB 150 mn (€4.5 mn) of investment to become eligible for tax preferences. The
majority of Kaliningrad furniture firms areurrently unable to invest that amount in a
business project.

X An additional negative factor is that in logistical terms, furniture is one of the few
industries in which the physical volume of the final production is larger than (or at least
comparable to) that of the components. In other words, transporting components to a
production site close to the end market ¢@n more advantageous than to transport
finished products. This circumstance can igaliningrad furniture-makers, who use semi-
finished products from the EU, at a disadvantage in comparison with their counterparts
located in the immediate vicinity of the jaoaconsumption market in Central Russia.

X While rather low now, electipower tariffs are on the rise (from $0.018 in 2000 to
$0.055 or €0.066 in 2005). A 10% rise is pogeld for 2006, which will take the price to
€0.060-0.070.

Finally, it is not evident whether Kaliningrad will lable to achieve substantial cluster effects in
the furniture industry, although current developtsaare encouraging. The furniture industry is
considered a straightforward case for clustaldng. The impact of cluster-building in the
furniture industry (or of the failure to achieveisier effects) can be significant. Some elements
of the cluster approach are already visible initigleistry. It was quick to organise itself into the
Association of Kaliningrad Furniture-Makers. There are certain efforts to conduct industrial
lobbying and marketing by forces within the Asistion. Moreover, the industry is rapidly
accumulating crucial competences as well as agioghalified labour, althagh it is difficult to

say whether this would suffice to support catifiveness. On the other hand, one of the
negative factors is that Kaliningrad-basednfture-makers still largely economise on design
and simply produce copies of Western furnitdiee furniture-makers themselves recognise that
this strategy will become unsustainable the medium term when Russia becomes more
integrated into the global economy and its legal framework and, particularly, when Russia
enters the WTO (Kuzin, 2005). Meanwhile, the Kaliningrad region has no tradition and a
poorly-adapted educational base for industrial design in general.
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Amber: Undervalued resource owervalued potential?

It is often stated that more than 90-95% d thorld’s amber reserves are concentrated in the
oblast This figure can be misleading, as it apparerghgrs to Baltic amber. Various kinds of
amber can be found in other parts of the @oA more prudent estimation is probably two-
thirds of the world’s amber deposft®lonetheless, that is enough to enjoy a dominant position
on the world market.

Kaliningrad’s amber industry has found itselfdeep crisis since the beginning of the 1990s. It
has been subject to exorbitant levels critiipeand mismanagement. This state of affairs,
combined with a lack of clear vision and politygs led the industry into sharp decline. At the
same time, it is often cited as a potentiag¢dkthrough sector with large and unexplored
potential. For example, Samson (2000b,2p3) asserts “amber deposits, along with the
functioning Kaliningrad amber industry as a whole, can be viewed as a practically undiscovered
potential, a specific resource to be transfainigo a working asseh the near future®. The
strategy proposed is to develop the souvenid jewellery industries on the basis of amber
extraction and processing, turning Kaliningratb the ‘amber capital’ of the world.

Yet one should distinguish amber extractiord eamber jewellery as twindustries, whose
interests and demands do not necessarily coindide development of an industry such as
jewellery is hardly tied to raw material soas since it requires a set of specific skills, the
presence of highly qualified labour, favourabletoms-tariff legislation and a good supply of
capital. Moreover, it is probably tied more clostlyend markets than to raw material sources.
To take the diamond industry for comparis@ugtswanian, South African and Russian raw
diamonds are largely cut elsewhere, i.e. in Anpyéss regards amber jewellery, it is not by
chance that the enormous growth of amber jlemein and around Gdansk coincides not only
with the opening of Russia, which provided large and cheap inflows of raw amber, but also with
the signing of a free trade agreement betwPefand and the EU. The extraction of raw
materials is the least important factoisetting up an amber jewellery cluster.

The capacity of the wholesale matkof semi-finished amber products is estimated to range
from $50 mn to $120 mn. With the overall capacity of the amber jewellery market (without
taking into account the value of settingsdmeof precious metgieing $120-$220 mn, the
share of Kaliningrad producers is hardly largean 5%. According to experts’ estimates, 60%
of the world’'s amber polishing and amber j#esy manufacturing takes place in Poland and
largely in and around the town of Gdansk.e$& estimations fail to take into account the
Russian market, however. In view of Russia’'skatfor amber jewellery, about 50% of fine
amber is polished in Fand, about 15% in Russia (in the Kaliningratdlas) and 35% of all
amber jewellery ornaments are produced in Ko@&emany, Lithuania and Denmark. But until
1990, over 70% of fine amber was processethénUSSR (Samson, 2000b, pp. 259-60). That
means that more than half of the world’s amber jewellery market is now occupied by Polish
producers. Polish competitive advantages inittidestry are the availability of cheap and high-
quality raw materials, the pool of qualifiddbour (offering excellent value for money),
flexibility to adapt to new processing techniquad anodern trends, a favourable legislative and
political environment, access to the large amjasvellery market in the world and, more
specifically, in the EU. Other producers are comiedad in Germany, Denmark and Lithuania.
Additionally, Korean and Japanese jewellers maditionally strong on their domestic markets
owing to the specific cultural factors of amber jewellery in these countries.

® See the website http://www.empoedu/earthsci/amber/geograph.htm

" Chapter 9 of Samson (2000b) contains a comprehensive survey of the amber industry in Katinigrad
recommendations for its development. See also Samson (2000a), pp. 57-58.
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Let us estimate the potential of the amlidustry in Kaliningrad, including raw amber
extraction and the production of semi-finished goawld final jewellery products. An optimistic
estimation would be that Kaliningrad could take up to 60-80% of the market for semi-finished
goods and 20-30% of the retail market forb@mjewellery. These two markets combined are
thus capable of generating appimately $100 mn of annual saldargely in exports. Thus, the
share of the amber sector in thdiKimgrad GRP could reach about 3%.

The development of the prospes amber jewellery industry Kaliningrad is hardly possible
merely on the basis of raw amber extraction. A number of components and measures are
needed, which amount to the creation of atelysas is the case in northern Poland. This
outcome will be very hard to achieve in the oggisince the core conditions for creating such a
cluster are poor. For instance, there are no local educational establishments for training
jewellers, designers, technicians and so on.o&erwhelming majority of local jewellers are
either self-educated or have acquired skills through apprenticeship. Only very few have received
vocational education in art onvjellery schools in Russia. There are no substantial art schools in
the region. In general, fine art traditions daeking in the region, given that a favourable
atmosphere requires the continuity of immateand material assets across many generations.

In Kaliningrad, the accumulation of such assets halted and blocked by the war and the
subsequent movements of people, which sae replacement of practically the entire
population in a very short time period.

Developing new models of jewellery, somus and processing technologies is done by
polishers themselves without the participatiorany specialised organisations. Research on the
qualities of amber and its history was once carried out by the Amber Museum in Kaliningrad.
Yet the Museum has been stagnating throughout the last 15 years owing to a lack of state
funding, traditional passive management and tal tiack of private financing sources. No
specialised events dedicatedatober research and marketing (such as seminars, workshops and
conferences), which could have a positive impgacthe industry, have been organised at the
Museum.

Industrial development is still possible, but difficuttrequires dedicated support by the state in
terms of favourable framework conditions (Bgtion, possibly a local economic zone, the
establishment of specialised educational faesitiexport support and other cluster-building
measures). Also, it will require massive investraseanid at least a decade, probably longer, to
establish a vivid industry with an adequate rapah in the world. While the difficulties are
enormous, the potential of the industry is nob&oovervalued. Even if the full potential of the
industry (amber extraction and amber jewellegmbined) is realised, it will be capable of
generating 2-3% of GRP in the very long tetdence, although with time the amber industry
could become an export-oriented ‘gem’ in @l specialisation, the precious stone will be
relatively small.

The limited potential of agriculture

Transition dynamics in regional agriculturdfdied somewhat from overall dynamics, notably

in manufacturing and services. There are genetaltydistinct periods, one of sharp decline in
1991-98 (during which Kaliningrad experienced profound crisis up to 1995) and one of strong
growth from 1999 onwards (Table 5.5 and Figure 5.2).
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Table 5.5 Physical volumes of agricultural production (in % to previous year)

Year Agricultural production, total Crops Cattle-breeding

1996 93.0 103.1 87.9
1997 102.2 104.4 101.1
1998 97.9 83.7 107.6
1999 101.0 87.8 103.0
2000 105.4 136.9 86.6
2001 95.5 76.8 113.3
2002 101.7 109.2 96.9
2003 103.0 113.0 95.7
2004 102.9 107.7 97.5
2005 100.5 98.7 102.6

Source:KRCS (2004 and 2004).

Figure 5.2 Physical volume of agricultural production
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Source:KRCS (2004, p. 148).

In the Soviet period, the regional agricultural complex was oriented towards the production of
meat and milk. Theblastlost its traditional market in the Soviet Union within two or three
years of the break-up of the country. Livestock decreased by 3.1 times within several years
(Perspektiva XXI, 2004, phase I, part 3, pp. 11-12). Production volumes halved, including a
halving of meat production, milk falling b%.8 times and grain falling by 2.2 times. Then,
having shrunk, output began to stagnate from 1996 onwards (Tables 5.6 and Figure 5.3). Unlike
manufacturing, agriculture has not managed to @reecthis stagnation. Therefore, its relative
GRP share fell from 8.6% in 1999 to 6% in 2003 arngl likely to fall still further. The share of
agriculture in employment is 10.2%, whi@stifies to a low productivity in the sector.
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Table 5.6 Production of milk, grain and meat (in thousand tonnes)

1990 1991 1992 1993 1994 1995 1996
Milk 546.1 546.1 450.3 400.2 348.6 296.1 264.6
Grain 489.2 482.4 359.1 268.4 195.3 228.4 189.2
Meat 67.4 66.1 63.5 50.8 46.0 32.8 30.4

1997 1998 1999 2000 2001 2002 2003
Milk 233.6 238.5 224.4 218.7 223.8 202.9 188.3
Grain 232.3 1735 152.2 194.6 165.2 139.8 220.0
Meat 28.9 32.0 27.4 23.2 28.7 28.8 26.6

Source:Perspective XXI (2004).

Figure 5.3 Production of milk, grain and meat (thousand tonnes)
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Source:Perspective XXI (2004).

Recent years have witnessed a few positive dpusdats, however. Both milk yields and crop
productivity have been on the rise since 1996. They have virtually returned to the levels of the
1980s. This outcome is the result of a betten@nship structure and the gradual upgrading of
agricultural technology. In addition, investmant agriculture is also on the rise, as a few
companies strive to establish vertical productitnuctures. At the santéane, the agricultural
sector remains in crisis as a whole for the following reasons:

X While regional industries have benefitt!edm the SEZ regulations and from the rouble
devaluation, agriculture was not able tmffirfrom these factors. On the contrary, the
very existence of the SEZ regime in Kaliningrad is a powerful oppressing factor as
regards regional agriculture. To begin withe absence of customs duties opened the
local market to Polish and Lithuanian predus. The new EU member states have higher
productivity and more agricultural subsidies at their disposal. Local Kaliningrad farmers
have no chance in competing with their EU neighbours.
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x  Kaliningrad’'s exclavity involes access costs to the Russian market that are prohibitively
expensive and put it at a disadvantage in comparison with the central Russian regions.

x  Exports of primary agricultural products to the EU are out of question, except for a few
products, such as rape (rape production startdtie late 1990s) or furs (owing to the
existence of several fur farms).

X  Modern agriculture is a capital-intensiveector. Major investment is needed in
reclamation and drainage work and in modern machinery.

X  Ownership structures in the country are gtillthe process of transition. If the legal
vacuum impeded development in the 1998s, new Land Codex of 2002 has triggered
massive, speculative land purchases. Time isateénl a more effective system in land
use to setin.

x  Finally, despite the rapid development of food processing in the region, its inputs are
primarily imported. In 2002, the share of imported meat compared with locally produced
meat in the input of the food-processing companies was as high as 203% (62,600 tonnes
of import and 31,000 tonnes of local production) (Table 5.7). This share has been
increasing every year owing to the advantages enjoyed by importers. Surging imports and
stagnating domestic production droveisthfigure up to 327% in 2003. The
production/import ratio is even higher for poultry (115,000 tonnes of poultry were
imported in 2002 and 163,000 tonnes in 2004).

Table 5.7 Production and import of mdakcluding poultry) (in thousand tonnes)
1998 1999 2000 2001 2002 2003

Production of meat 32.0 28.0 24.0 29.0 31.0 27.4
Imports of meat 23.0 30.0 28.0 34.0 62.6 83.8
Production/importatio (%) 72 107 116 114 203 327

Source:Perspective XXI (2004).

Some summary remarks can be made concertiiagprospects for agriculture in regional
economic specialisation. Even if both protivity and investment grow, Kaliningrad’s
agriculture will be unable to compete withe agricultural producers of the neighbouring
countries. The reasons are greater productiatpetter supply of capital and extremely high
levels of agricultural subsidies in the EU. Add#tional reason is the virtual absence of transport
costs for Polish and Lithuanian agricultuiatports to Kaliningrad because of immediate
proximity. Furthermore, Russia’s WTO accessiatl mot open the EU market to agricultural
products. Here, various non-tariff barri@ese virtually insurmountable obstacles.

By and large, agriculture will not represent a solid component of Kaliningrad’s GRP in the
future. Its role could be that of a relatiyehinor supplementary and support sector, combined
with a narrow specialisation in a few competitpreducts. Local agriculture can a) specialise in

a narrow group of internationally competitive produsisch as rape, fur, barley (aiming at the
production of malt) and flax; b) sustain a limiggeduction to serve as an input for the regional
food-processing industry; and c) provide a limited supply for the local market.

Transport: The backbone of the regional economy

The transport sector has two principal fuoos. First, it facilitates the functioning of
Kaliningrad's regional economy as a whole. dddition, it serves Russian—EU transit. The
transport complex is a traditial backbone of Kaliningradeconomy in two senses. It produces
8-9% of GRP with a slight upward trend. More important, the presence of a relatively powerful
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and well-developed transport complex underpires ¢hrrent and future specialisation of the
region as a whole. Virtually all development strategies elaborated for Kaliningrad emphasise its
importance and overall meaning for the reglom@eonomy. Some even suggest a pronounced
transport specialisation. The Federal TargegRrmme for Kaliningrad for the period 2002-10
includes a number of items in the field. Amonegrhthere are the laundt a ferry line to St
Petersburg and the construction of the Vostgcfifastern) port in the westernmost Russian
town, Baltiysk, which would be capable of redeg vessels of great tonnage. There is no doubt
that the current economic specialisation of Kaliningrad developed partially because of the
presence of a strong transport infrastructure. Indeed, the development of both import-
substitution industries focusing on the Russian market and export-orgothdction (pulp and
paper) is supported by existing transport and cargo-handling capacities.

The regional transportation complex includes three major components — railway, ports and
motor transportation.

There is a dense railway network in the oegas well as strong handling capacities on the east-
west line (from the Lithuanian border to the coast and its ports). The presence of two narrow-
gauge lines from Kaliningrad and Chernyakhovskatand (while the countries of the former
Soviet Union possess broad-gauge lines) makesolast unique in Russia and provides
additional opportunities for cargo handling. The total length of railways in the region is 640 km,
including 135 km of narrow gauge lines. There are two stations where the reloading of cargo
wagons is possible.

The industrial history of the port began in the first decade of tflec@ftury when the sea
channel and harbours were constructed. There are other much smaller, specialised harbours in
Svetly, Pionersky and Baltiysk. The present state of facilities has been inherited from the Soviet
era. The port of Kaliningrad is capable ohting up to 14 mn tonnes of cargo annually. The
peak was reached at the end of the 1980s. (drt experienced a sharp fall in cargo in the
1990s (down to 5 mn tonnes in 1996 and 4 mn tonnes in 1999). Thus the capacity was
underexploited by more than 60%. Only at the beginning of tfiecgmtury did the cargo
volumes start growing rapidly, reflecting theogith of the Russian economy and its export of
raw and semi-finished goods. Cargo turnover sngbrt hit an all-time record in 2005 (14.6 mn
tonnes) and rose another 4% to 15.2 mn tonn280B. At the same time, the absolute majority

of cargo falls under the category of ‘cheap’ go@issh as coal and coke, fertilisers and metals
(Table 5.8). The importance of oil is escalatilgconditions of rising production and exports,

as well as mounting world prices, Lukoil and a fetiver Russian companies invested in new oil
terminals in Svetly and Baltiysk. Indeed, ‘erpere’ cargo (here the categories of cheap and
expensive cargo are viewed specifically from the viewpoint of the port, i.e. the tariffs for cargo
handling relative to weight) is underrepresentaith fish and containers being of some
importance. This structure is caused by bothdpecifics of the existing port infrastructure and

by the fact that the port primarily serves Russian exports.

Table 5.8 Cargo handling in Kaliningrad’s ports, 2005 (in thousand tonnes)

Cargo turnover, total 14,619.1
Including

Exports 12,973.3 Imports 1,576.2
Cellulose, paper 17.4 Grain 353.1
Coal, coke 592.6 Refrigerator cargo 176.2
Timber 109.1 Sugar 0.0

Chemical products, fertilisers 732.0 Fish 170.7
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Ferrous metals 1,908.4 Containers 515.1
Ferroalloys 270.0 Containers, TEU 57,272
Metal scrap 216.9 RORO 21.8
Grain 125.8 Chemicalproductsfertilizers 10.2
Containers 248.2 Other 329.1
Containers, TEU 55,256.0

RORO 30.2

Oil and oil products 8,656.2

Other 66.4

Source:Maritime Administration of the Port of Kaliningrad

Motor transportation was initially small but\ddoped in the 1990s. Automotive enterprises
have filled the niche of imports of consunm@oducts from the enlarged EU to Russia. The
Kaliningrad local market is only of marginallua in this respect. Some 170 enterprises, with
11,500 employees and a fleet of 2,300 lorries (2002 data) are engaged in the intermediation of
EU-Russian trade. The automotive companies@ntered a number of problems, though. One

of them was connected with the functioningtbé SEZ regime, as the companies and their
association, ASMAP, have to struggle contljamwith the State Customs Committee, which
repeatedly doubts the permissibility of Kaliniagrlorries (i.e. with cstoms-clearance for the
Kaliningrad SEZ and not for Russia) carrying out transportation on the mainland. Another
problem is that Kaliningrad firms tend to bay lease relatively old lorries. With the EURO-3

and eventually EURO-4 coming into force, theet has to be substituted quickly. Also, EU
enlargement has created additional costs fithuanian transit. EU-Russian negotiations
between 2002 and 2004 failed, at least from the Kaliningrad standpoint, to address the issue
adequately. The additional necessity of tiarierough Belarus incurs added costs. An
alternative to the Lithuanian-Belarusian optie transit through Lithuania and Latvia.

The transportation complex is vulnerable to a var@dtfactors and variables (Figure 5.4). It is
particularly dependent on such processes as EU enlargement, Russia’s WTO accession (and,
more broadly, further integration of Russia into the world economy) and EU-Russian economic
integration as a long-term prospect. Public poigya powerful factor, too. To begin with, not

only is the regional economy as a whole basadthe transportation sector, the transport
industry is also naturally dependent on thedrén the regional specialisation. Changes in the
economic environment will therefore have adirect impact on transport through changes in
the regional economy. Second, the liberalisation of foreign trade owing to Russia’s WTO
accession and the continuation of Russia’s integrdhto the international division of labour

will most likely trigger larger trade volumes. dtbeing stated, the positive impact of greater
trade on Kaliningrad might be dampened bg fact that it handles large quantities of raw
materials and semi-finished goods, for which trade barriers are low anyway. The third important
factor relates to the strong and growing cotitipe from the Baltic ports and the port currently
under construction in Ust-Luga ne&t Petersburg. Fourth, a major external factor is Russian
federal policy, in particular the policy of raiy tariffs. Lithuanian and (to a lesser degree)
Belarusian transit make transporting goods to Kaliningrad more expensive than transporting
them a comparable distance elsewhere. ThuBticab decisions on railway tariffs have a
serious impact on the distribution of transibvils, particularly between Kaliningrad and the
Lithuanian port of Klaipeda.
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Figure 5.4 Typology of the competitive factors in transport
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Development of tourism

Tourism as an economic sector is not new itirfagrad. It was first developed at the end of
the 19" century as the small fishing village$ Kranz (now Zelenogradsk) and Rauschen (now
Svetlogorsk) emerged &sirorte, or health resorts. They weferther developed in the 1960s—
80s as Sovietdravnicy[health resorts], although they wareminor importance compared with
such resorts as Yurmala on the Baltic Sea coraSbchi on the Black Sea. The development of
tourism in the 1990s was mixed, as it was infiezhby a variety of factors. On the one hand,
the number of Russian tourists, let alone igiarfrom the other former USSR republics,
dropped to a very low level. Investment lewsksre close to zero and the infrastructure decayed.
On the other hand, the region opened to foreigmigts and experienced an inflow of so-called
‘nostalgic tourists’, former East Prussiamglaheir descendants. A revival began in 1998-99,
simultaneously with the rest of the economyeTtumber of Russian tourists has continuously
increased and effectively doubled in six ye&sme 240,000 tourists from the mainland were
registered in 2004 (Table 5.9). Meanwhile, the number of foreign tourists is on the verge of
stagnation. It grew by a mere 10% durithge same period. Around 71,000 foreign tourists
visited theoblastin 2004.
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Table 5.9 Number of tourists, 1997-2004 (in thousands)
1997 1998 1999 2000 2001 2002 2003 2004

Foreigntourists 53 65 65 59 60 63 67 71
Russiartourists 112 117 144 164 182 212 224 240
Source KRCS.

The advantages of the tourist infrastructure include

X 148 km of seashore, largely with sandy beaches —i.e. 75 km on the Sambian peninsula, 49
km on the Curonian Spit and 25 km on the Baltic (Visla) Spit;

X  existing sanatorium and spa capacities and heelidibed facilities in the coastal resorts;
and

X  the Curonian Spit and some other natural attractions.

At the same time, Kaliningrad does not lookodan comparison with its main competitors.
These are, for example, the Polish Sopot and Krinica Morska, the Latvian Yurmala and the
Lithuanian Palanga on the Baltic Sea coast serzldgourists. Clearly enough, the integration

of these countries into the Elhises their competitiveness as tourist destinations. Serving
Russian tourists are also the resorts on tHecB&ea coast but, more importantly, mass-tourism
spots on the Black Sea coast of Russia andaid& and numerous latively inexpensive
destinations in the Mediterranean. Compared with the other main competitors, Kaliningrad's
advantages in this sector are offset by drawbatks. infrastructure, most notably hotels, is
underdeveloped in all price categories. The eational infrastructure is poor in the small
coastal resorts. The season lasts only about thoeghs and is comparably short in relation to,
say, Sochi. Transport connections to the mainl@id and rail) are either too costly or too
unattractive for a Russian tourist in economy classow takes 23 hours by train to travel from
Moscow to Kaliningrad, whereds used to take 17 hours baok the 1980s. The increase in
time is caused by crossing three borders onwthg. Lastly, air transportation with Western
Europe is underdeveloped. As of summer 2006, there are only three routes, six times a week to
Poland (LOT), two times a week to Berlin (K®4a) and four times a week to Riga (Air
Baltic). Attempts to establish air links tooenhagen (SAS, followed by DAT) and Munich
(Ural Airlines) were halted as unprofitable.

We have to bear in mind the enclave/exelgosition of Kaliningrad and related costs and
restrictions, but also its opportunities. We furthave to take into consideration the existing
resort infrastructure. In the view of these fastdhe best option in the development of tourism

is a movement towards diversified specific assets, with the goals of creating sustainable
competitive advantages and compensating for both exclave deficiencies and the short beach-
tourism period (Figure 5.5). This approadiosld notably include health-improving tourism,
including specialised healtbervices. Such services may invghfer example, dentistry or
sophisticated kinds of treatment at compeditiprices. This segment is now growing at a
spectacular rate in countries such as Hungdrg BU market), Mexico and Brazil (the US
market). It should also include intellectual andtural tourism, eco- and agricultural tourism,

etc.
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Figure 5.5 Typology of the competitive factors in tourism
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Three additional considerations deseto be briefly mentioned:

x  According to the theory of efaves, the enclave will be bettff by being ‘omnivorous’
in terms of the inflow of tourists. It shouldm, therefore, at attracting both Russian and
EU tourists. The market, as well as the atioh of the purchasing power of Russian
consumers, will determine the exact proportio8sill, the inflow of EU tourists is
especially beneficial in the upper price catggdtr will have a positive and long-lasting
impact on the quality of services.

X  The opening of the region is crucial for the inflofvforeign guests. Agart of this report,
a mini-survey was carried out among the owners of tourist companies that received
foreign tourists. The question was “If visadrentry [were to be] granted to the EU
citizens [travelling to] Kaliningrad, what chges in the inflow would you expect?” The
answers predicted the doubling of the numbefoogign tourists within a year or two,
followed by a complete saturation of thdrastructural capacities; the steep rise would
recommence as soon as hotel capacitieseased. The current developments are
discouraging. The federal authorities twice declined the proposition of the Kaliningrad
Regional Duma to introduce a visa-free regime for EU citizens in Kaliningrad. Moreover,
the general regime is less friendly thianvas in the 1990s: visits by visa-free 24-hour
cruise ships were prohibited and the isswhdrussian visas by the representation of the
Ministry of Foreign Affairs in Kaliningradvas halted. The need for a political opening is
well illustrated in the bus tour sector, wher&b tourists visit several countries, staying
in each place for a day or two. Kaliningradgsnerally excluded from the ‘Baltic chain’
by the tour operators because the cost of visas, in terms of both money and organisational
hassle, is too high.

X  Good transport connections are also crucial. Bearing in mind the remoteness of
Kaliningrad from both mainland Russia and frdensely populated areas in the EU, this
primarily has to involve air transportation.



Chapter 6.
Main findings and policy consequences

6.1

Main findings

The conclusions are limited to a concise bullet-point summary of the main findings.

1)

2)

3)
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Kaliningrad has experienced a jorashift in its economic orientation towards the tertiary
sector and a new industrial orientation basadits position as an intermediary in EU-
Russian trade relations. The economic cridithe 1990s was characterised on the one
hand by a sharp decline in the relativarghof commodities production (manufacturing
and mining, agriculture, construction and forestry) and on the other hand by continuous
growth in the relative share of servicestie GRP. As a result, Kaliningrad's GRP
structure transformed within a decade and began to resemble the typical structures of
more developed states. Yet this resemt#ashould not mislead observers because it was
reached by a sharp fall in industrial production. The economic transition of the local
economy can be split into two clearlystihguishable periods, 1991-98 and 1999
onwards. After the first period, when industémyd agriculture collapsed far below average
Russian levels, the second period of rapid itrtalggrowth began. The growth was based

on the SEZ regime, combined with a strong overall rise in consumption in Russia. Despite
robust industrial growth being an engine fegional growth, it did not result in a relative
re-industrialisation. The shares held by various sectors in Kaliningrad's GRP have
generally remained stable. Industrial ogth triggered subsequent growth in
transportation, trade, construction and services.

The current state of Kaliningrad’s industry is characterised by a clear division into two
groups, firms that are export-oriented andsththat focus on import substitution. The first
group is represented by the extraction of od &g the wood, pulp and paper sector (with
some reservations, as some of the latter sector's production is aimed at the Russian
market, too). The second group comprises the food-processing, machine-building and
furniture industries, which sell their outpumainly on the Russian market. Import-
substitution industries are experiencing dyi@a growth, whereas export-oriented ones

are growing slowly or stagnating. Traditial exports possess little potential for growth.

An analysis of the industrial structure leadghe conclusion that the region has managed
to develop industries in which it was alreasjyecialised during the Soviet era. At the
same time, traditional sectors are underg@ragfound qualitative changes and switching
to new products.

The SEZ regime has played a crucial rolethie recent industrial development of the
Kaliningrad region. Regional industry reorganised itself over the last decade to take full
advantage of the SEZ preferences. To a gegtnt the leading industries are based on
these preferences, such that they might noalile to survive if the preferences were
taken away.

An analysis of Kaliningrad’s trade flowsitiw mainland Russia and the region’s foreign
trade leads to the following conclusions:

X  The degree of trade openness is extrerhigi, with total trade volumes exceeding
GRP by a factor of 2.7.

x  Trade with Russia plays a significant ratethe trade balance of the Kaliningrad
oblast making up more than 40% of overall trade flows. Another 40% of trade is
carried out with the enlarged EU.
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5)

6)
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X  Theoblastis the more developed trade partner in its trade with mainland Russia,
buying fuels and raw materials, and selling processed goods. Yet the growth of
trade primarily stems from the SEZ and the development of import-substitution
industries oriented towards the Russian market.

Total trade reveals high IIT values. Adtugh comparative advantages based on basic
factor endowments may still be relevant égplain Kaliningrad's orientation, their
explanatory power is limited. We need tove away from basic factors to consider other
factors, resources and assets, notably the legal framework in which Kaliningrad's trade
takes place. At the same time, most ofgketors that feature prominently in the region’s
foreign trade have low IIT values. Here, #lanatory power of comparative advantage

is rather strong and still highly relevant for Kaliningrad’s specialisation.

Overall, Kaliningrad possesses a comparasilgantage in labour-intensive products in
relation to the EU-15 and the CEECs, but not with regard to Russia. The region is
comparatively disadvantaged in capital-inteesipods. It benefits from low energy costs
as a factor of production compared with &, but it is disadvantaged compared with
mainland Russia. Use of low-cost and effitiéabour, along with external factors, has
played an important role in shaping the current specialisation of the regional economy.

Our exploration of enclave economies provides a comprehensive set of pivotal
benchmarks on the issue of Kaliningrad’s specialisation:

x  Enclaves are usually economically disadegei in comparison with other regions
of the same state.

x  Enclaves have a high degree of economic vulnerability. Their vulnerability comes
from not only their small size and insularity (enclavity), but also their detachment
(exclavity) from the mainland.

x  Since enclaves are small in territory and population, their economic potential
consequently tends to be limited. Wdugh Kaliningrad is one of the largest
enclaves in the world, its local market and production base are small.

x  Exclavity impedes both exports to foreign countries and outflows to the mainland.
From the point of view of economic ggraphy, the surrounding state could form a
convenient proximity market. Yet, numerowasiff and non-tariff barriers make the
enclave’s products uncompetitive against the surrounding state’s own producers and
protect this market. Furthermore, the sheistance and cost of transit complicate
access to the potential market of the mainland state.

x  Double peripherality is a natural conseqoe of an enclave’s geographical location
relative to the economic geography of the mainland and the surrounding state.

x  Economic openness is a prerequisite for an enclave’s prosperity. There is a
straightforward correlation between thdatee incomes per capita in the MES
triangle and the presence or absence of a regime of economic openness. All
enclaves with incomes either higher tharequal to the mainland’s average enjoy a
regime of economic openness towards the outside world. Conversely, the majority
of enclaves with incomes inferior toethmainland’s average are closed to the
outside world.

X  Inherent economic disadvantages combined with increased vulnerability explain
why various kinds of special economic magis are so often established in enclaves.
A special economic regime can make an enclave economically viable in the
situation wherein its natural assets are not sufficient for its survival. Two
approaches can be employed, the comsatary approach (compensation for the
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detachment from the mainland) and the l#bexpproach (liberalisation towards the
surrounding state and the rest of the world).

X  Successful enclaves tend to develop a multi-vectored orientation, avoiding a
concentration of trade and economic cection exclusively with the mainland.

7) A successful economic strategy shouldaise to achieve two results simultaneously.
First, it should allow exclave costs to be minimised. Second, a successful strategy should
take advantage of available resources.other words, it should make Kaliningrad's
enclavity a resource in itself (given its proiiynto the EU market). The best strategies
induce an economic orientation that is watlapted to the specific conditions of the
enclave, simultaneously minimising costs and valorising resources. The issues of
international and interregional economic orientation in the specific case of Kaliningrad
should be viewed as inseparable.

8) An optimal orientation would be siteat within a high development trajectory
supplemented by the building-up of newngeetitive advantages in selected economic
sectors. It would combine both the Russian market and the export market (primarily to the
EU). Furthermore, it should minimise eagk costs and valorise resources so that
enclave-specific opportunities outweigh enclave-specific costs.

This should be achieved through

X  aregime of economic openness to enable multi-vector specialisation and an optimal
place in the EU-Russian trade interface;

X  a valorisation of the geographical location as a way to promote close interaction
with the EU economy;

X a concentration on high added-valuetiaiies to counteract enclave-specific
transaction costs;

X  the decreasing transferability of assetsiying towards specific assets, anchored
in the territory; and

X areduction in the total transport-intensity of production.

9)  An optimal distribution of Kaliningrad’s GRP could be outlined as below.

X  The share of agriculture in the GRPabkeady relatively low and is unlikely to
increase in the future. Overall, with a few exceptions a specialisation in agricultural
products is unjustified for the Kaliningrad region.

X Industrial manufacturing is able to remain a stronghold of the regional economy and
an engine for economic developmenth#ts to move towards higher added-value
activities and sectors with a greater degree of territoriality.

x  Despite the rise in the share of serviceshia GRP, their potential is underused.
Services, ranging from transport to tourism, should take a larger share in the GRP.
Transport, tourism and ‘clean gate’-types of advanced services in the field of trade
intermediation are fully compatible with a high development trajectory. They also
fit perfectly into an ideal ‘enclave’ specialisation.

10) The issue of Kaliningrad’s specialisatioecessarily has to be seen within the framework
of Russian—EU economic interaction, as ¢hés no viable economic alternative for
Kaliningrad. More specifically,

a) The future of Kaliningrad’s regional economy and its specialisation are profoundly
connected to Russian—EU relations and tlespects for their economic integration.
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b) Kaliningrad’'s specialisation is dependemt the contents and dynamics of trade
flows between Russia and the EU.

The current state of Russian—EU relationsas favourable to the economic development
of the Kaliningrad region. The lack of econicropenness, high barriers to the EU market
and high transaction costs in trade witlte Russian regions (partly because of EU
enlargement) impede the transition to advanced and less vulnerable economy. More
comprehensive economic integration would ghlthe potential of the region. Regulatory
convergence, the lowering of TBTs and thelii@tion of the movement of people are, in
this respect, of no less importance than more traditional trade integration. These
conditions have to be supptented by political stability and good neighbourly relations
based on trust and understanding. Economigjiat®n between the partners would entail
a major positive change for the Kaliningradclave. It would allow Kaliningrad to
achieve a multi-vectored orientation, prodwugior both the Russian and the EU markets
and thus prevent a heavy and unhealthgeddence on the Russian market alone. It
would effectively counteract the drawback$ the enclave’s small size. The most
important consequence of the prospective-RUssian economic integration is that it
would help valorise the advantage of theliiagrad region, which consists in its
proximity to the EU market. Strained EUu$Sian relations would seriously obstruct
economic development and make Kalineyrmore dependent on Russian federal
subsidies.

6.2 Policy issues: A liberal and positive approach
The 2006 SEZ law and Kaliningrad’s specialisation

It is assumed that the tax privileges envisaged in the new SEZ law “stimulate the establishment
of new capital-intensive industries in sevesakttors of the regional economy not previously
stimulated by the customs-free regime” (Zhdanov, 2005, pp. 86-87). As discussed in section 4.4,
this view appears to be over-optimisticganeral. The new SEZ regime favours both low and
high development paths, but it fails to prawia favourable framework for creating new
competitive advantages that would be able to offset or minimise the high exclave costs. Also,
the new regime indirectly discriminates fewour of export substition based on knowledge-
intensive activities in two ways. First, the law puts SMEs at a disadvantage, despite their crucial
role in the development of innovative business®&scond, the law indirectly discriminates
against the development of services and thus deprives the region of the modern infrastructure
that should serve as the foundations of a new economy.

Overall, as described in detail in section 4.4, tlew SEZ regime, if not supplemented by other
measures (notably intensive export promotiail) promote large industrial projects targeting
the Russian market. Meanwhile,

x  the export vector will likely remain unexploited,;
x  smaller business projects and regional SMEs will suffer discrimination; and
X  the development of services will not be supported by the law.

Thus, the new SEZ regime lies within the old isial paradigm. It effectively promotes a
traditional 20' century industrial orientation to the detriment of &' ZEntury economy.
Furthermore, the law is likely to inhibit th@evelopment of new advanced industries in the
Kaliningrad region, especially services.

The new SEZ regime largely contradicts the necessitgove towards a high development path
and create new competitive advantages. In Figure 6.1, the only common cell with a high
development path is the one of import sub8ttu The new SEZ regime is also hard to
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reconcile with the official strategy for thegien’s development. By promoting large industrial
projects to the detriment of financial and otlservice functions, the law is likely to hamper
efforts in Kaliningrad to develop an advanastbnomy, integrated with both the Russian and
the EU markets.

Figure 6.1 Analysis cells: Correlation betwettie three development paths and the export
promotion—import substitudin—export substitution choice under the new SEZ regime

Low development High development Building-up of

path path new competitive
advantages
Export Current development
promotion (supplementary)
Import Current development| Current development]
substitution (mainstream) (supplementary)

Export
substitution

Note Light grey cells are fields pentially supported by the new regime and dark grey cells are
fields unsupported or indirectly disminated against the new regime.

A positive approach to regional economic security

The economic development of the Kaliningrad region is often viewed from the angle of either
national security in general or economic securitgarticular. For example, the official Strategy

of Socio-Economic Development until 2010 msfeto the sustainable development of
agriculture, aiming at ensuring greater food secuaiythe region. Also, the largest investment
project of the last two decades, the construction of the HPP-2 power plant, is viewed from the
security angle. “Rapid development in the Kedgrad region is impossible without the HPP-2.
Now we have laid the foundations of the secunifyastructure of the Kaliningrad region,” said

llya Klebanov, Russian presidential envoy te thorth-Western Federal District, speaking at
the launch ceremony at the end of 2005. Ana@tybais, the CEO of éhRussian state energy
giant Unified Energy Systems, also said ttia launch of the power plant had solved the
security problem in the regidnNevertheless, it is arguable that the launch of the HPP-2
transformed, rather than solvatle energy security problem. As the first power unit of the TEZ-

2 is put into operation, theblasts requirement for natural gas is expected to grow to 1.4%n m
From the viewpoint of vulnerability and pendence, the region’s dependence on energy
supplies from the mainland is simply transferring to natural gas.

The issue of regional economic security (RES) is complex, in particular for such a specific
region as Kaliningrad. The RES is inseparably linked to the national economic security (NES).
Indeed, the lion’s share of discussion about esbo®ecurity is devoted to the national level,

but inseparability and closeness do not guarantee that the two levels are fully analogous.

! Information derived from the Russian news agency ITAR TASS, 28 October 2005.
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The comprehensive monograftonomic Security of Russlay Zagashvili (1997) contains
several definitions of NES. These definitionsgss such aspects as independence, sustainability,
development potential and competitiveness. The enaneecurity of a region is connected to
the economic security of the state. A review & tefinitions allows us to observe clearly the
dilemma between negative and positive approatcbesconomic security issues. Zagashvili
promotes a positive approach to NES issues.akHpies that security policy should aim at
economic growth rather than mere protectimmm economic decline. Consequently, his NES
definition is as follows: “National economic securigythe state of [the] national economy that
provides economic sovereignty, increases econsirength and quality of life in conditions of
participation in international economic independency in the geo-economic structure
understood as a spatial-power structure of global economy” (ibid, p. 50).

There are several publications partly or completely devoted to Kaliningrad's economic security.
The most exhaustive one is Asharin’s (2001) doctoral thesis on the “Foreign economic security
of the Russian Federation in the Baltic region (on the example of the Kaliniolgle)”. We
confront the reference point, namely the sigwf the Russian Federation, in the title. The
main thesis is that there is an imminenhgiar of the region being re-Germanised, at which
point Moscow would gradually lose control over its westernmost region and Kaliningrad would
be torn away from Russia. The author argineg, while developing economic contacts with
Kaliningrad, European countries, Germanyparticular, are not guided by purely economic
reasons but by non-economic considerations dis lwehis view, Germany’s policy in the long

term is to create economic beachheads and leading economic positions for ethnic Germans in
the Kaliningrad oblast The German goal in this contexs to strengthen Kaliningrad's
dependence on Germany and to create the preiteguisr returning East Prussia to Germany’s
bosom.

This thesis is not justifiable.

Throughout the 1990s and the first half of the 2000s, Germany has been among Kaliningrad’s
major trade partners. After having been inasetplace behind Poland for a number of years, it
became the top trading partner in 2004 (hyabecause oil exports switched from Poland to
Western European countries, including Genpaforeign trade with Germany accounted for
$637.6 mn out of $3,006.0 mn of total trade turnover in 2004, i.e. slightly over 20%. The share
of trade with Germany is easily explained by the force of natural gravity, given the size of
Germany’s economy and its proximity to thelikengrad region. Conspiracy theories do not
hold up in front of the empirical evidence.

German investments are insignificant in the oagiThey totalled $5.9 mn in 2003. Before that,
they made up around $2.0-$4.0 mn per year during the 1990s, with an exceptional spike to
$20.3 mn in 1998. By the end 8003, Germany accounted for 12.5% of accumulated FDI (i.e.
less than $40.0 mn). These figures are minocomparison with the annual volumes of
investment from the Russian mainland, whietcording to experts’ estimates, exceed all
foreign investment by about 5-10 times. Actual economic data, therefore, contradicts the
hypothesis of a creeping return of German infageand power in the region. In fact, the limited
investment from Germany can be partially explained by existing concerns about the
politicisation of economic issues.

Also, the number of ethnic Germans in the region is limited to 8,340 (according to 2002 all-
Russia census data), i.e. less than 0.9% eftdial population of 955,300. It is out of the
question that this minority, primarily residing the countryside, is about to secure a leading
position in the regional economy. Moreover, Asita arguments do not seem acquainted with
regular public opinion polls, which fail demonstrate any base for separatism.
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On the basis of his analysis of the situatiohi@h, it can be asserted, is founded on incomplete
or false information), Asharin has formulatadiefinition of the Russian Federation’s foreign
economic security in relation to the Kaligirad region. The definition concentrates on
protecting Kaliningrad from “aspects of estial economic and political impact that could
undermine political stability in the region and tbgalty of local authorities towards the federal
centre and thus stimulate a possible exit of Hadjrad from the Russian Federation” (Asharin,
2001, p. 20). Asharin’s definition probably opides an extreme example of the negative
approach to problems of regional economic sgcufFhe emphasis is put on protection, stability
and prevention of unfavourable developments.

Meanwhile, there are a number of other Rusgahlications that specifically focus on the
dangers Kaliningrad supposedly may bringRassian sovereignty. For example, Voronov
(2005) emphasises the “existential problem”: in order to become economically efficient, the
region must become “more European”, whichtutn can stimulate centrifugal forces. A
Kaliningrad professor, V.V. lvchenko, alsmnalyses Kaliningrad-related economic security
issues from the vantage point of mainland Russia. His argumentation is crystal clear.

Kaliningrad has an extremely important economic role for the Russian North-West and the
country as a whole. In the s of unfavourable developmemtsnnected to an increase in
Russia—NATO combntation, theoblastwill acquire a strategic role as a factor of military
containment. It follows that the Kaliningramblast should be kept in the unified Russian
political, economic, and military space tine historical perspective of the 2tentury by

any means necessary (2001, p. 4).

This main objective conditions the strategic gadlRussia in the region: keeping the region in
the Russian economic and political space, providing for a sustainable economic development
according to national goals and preserving the military presence in the region (ibid, p. 5).

Another approach is employed in Klemeshev, Kozlov & Fedorov (2002). The region itself (and
not the country) becomes the reference point. Three components determine economic security,
namely an efficient economic specialisation, the greater reliability and lower costs of
communication with mainland Russia and mutually beneficial relations with neighbouring
countries (ibid, p. 182). It is then arguedttithe strategy, which would provide all three
components, would effectively increase regional economic security. Complementing this vision,
Kuznetsova & Mau (2002) argue that sustainable socio-economic development, which would
allow a bridging of the gap in living standandih neighbouring countries, should be the state
policy goal. Such a policy would ensure stability and thus contribute to security.

Both positive and negative approaches are napd, but concentration on the negative
approach is counter-productive. Security can never be fully ensured in this way. In
contemporary conditions, while a combination tbé negative and the positive approaches
should be employed, an emphasis must be puthenlatter. It is particularly true in the
conditions of the Kaliningrad region, a Russian exclave and an EU enclave. As the region is
located on the Russian—EU interface, its econ@aa@irity — and of course military security as
well — depends directly on the state of EUsBan relations and on advances in EU-Russian
economic integration. A positive approach recognises that the key to security is proper
integration into the world economy and good neighbourly relations with the EU. By contrast,
the functioning of the enclave as a ‘fortress’ or ‘aircraft-carrier’ corresponds neither to the
oblast’sneeds nor to Russian national interests.

A number of threats to regional economic secuafipear to result frolRussian federal politics.

First, one of the principal instruments of thES8lis the foreign economic policy. It may have a
strong impact on the regional level as well. Asuk, its impact is strongest on the most open
regions, many of which are, in fact, locatededity on the borders. The effects of the foreign
economic policy are understandably extremely strong in such an open and sensitive region as
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Kaliningrad. Its exclavity is an additional factor in this respect. Even a minor change may result

in an asymmetric shock for the detached reghdrthe same time, the feedback mechanisms are
rather circumscribed, since the region hasydimhited possibilities for influencing federal
policy-making. Thus, not only the policies of fomeigtates, but also changes in Russian foreign
policy represent an imminent potential danger for regional economic security, as they are likely
to result in severe asymmetric shocks. The w@ reduce this vulnerability and to achieve
sustainable growth is to create an open economy. Economic openness can therefore be the best
way to ensure both nationaiéregional economic security.

Second, the instability of the framework conditions for regional economic development has
proven to be a strong destabilising factor. The 1990s and the beginning of tenfiry were
marked by periodically repeating worries thla¢ SEZ regime would be disrupted by federal
legislation or by the actions of federal ministries and committees. For example, such a
disruption occurred at the beginning of 2001, caused by the way the Customs Committee
interpreted federal legislation. It almo$toze the regional economy for several weeks.
Fortunately, these concerns were taken into acdauhe 2006 SEZ law, in which the existence

of the SEZ is guaranteed for 25 years.

Finally, yet another threat to regional econosgcurity stems from attertgpto instrumentalise
the Kaliningrad factor in Russian—EU relationsmedy by using it as a tool in negotiations on
other issues that are not directly related to Kaliningrad.

At present, Kaliningrad’s influence on therdmation of conditions for successful, external
economic activities in the region is weak amdliiect; however, this influence might grow
through the efforts of regional authorities, political and business interests, and society. Owing to
its specific nature, the region has to work hard to find feedback channels and to lobby
aggressively for its interests through all possible means.

The liberal approach in Russ&policy towards the exclave

In a mainland state’s policy towards its exclameggeneral and in Russia’s policy towards its
Baltic exclave in particular, there is a choicéws®en a liberal approach and a proactive state
paternalism to counteract exclave costs amdgéneral economic incapability of an exclave
region. The compensatory approach is employden a special regime is introduced to
compensate for the detachment from the mainland. Alternatively, the mainland may choose to
liberalise the exclave towds the surrounding state and the dfghe world, thus mitigating the
exclave’s isolation.

By and largespecial economic regimes of either economic integration with the surrounding
state or those that make an enclave an organic part of the global economy are necessary for an
enclave to be an economically viable entitg.shown in chapter 1, a compensatory approach to
the economic policy of the mainland towards its enclave is generally inferior to the liberalisation
approach. Nevertheless, it is often employedlddeby various political considerations and by

the unwillingness to liberalise an enclave. eTltompensatory approach is evident in
Kaliningrad. It is highly visible in Ceuta and Melilla as well. In the case of the Spanish
exclaves, compensatory policies prove costly to the mainland’s budget but only partially reach
their ultimate goals — a level of economic depenent and personal incomes comparable with
those of the mainland.

In addition, a large public sector is anothepityal element of indirect economic support. As
such, it was and is indicative of, for exampWest Berlin, Ceuta, Melilla, Gibraltar and
Kaliningrad. In the Russian exclave, the number of employees in public administration more
than doubled in the 1990s (going up from 13,1®@0,000), reaching 34 public servants per
1,000 inhabitants, compared with 20 in Russia as a whole. Their total number (some 32,000)
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was just a little short of that of Estonia (34),0where the population is 40% larger than in the
Kaliningrad region. Russia supports a militaggrrison of 25-30,000 troops, including the
stationing of the Baltic Fleet in Baltiysk.

The embeddedness of the compensatory attitudelisillustrated by the proposal of Solomon
Ginsburg, a liberal deputy at the Regional Duma, to enact a so-called ‘Western factor’, which
should compensate for the inconveniences caused tbthst’'s population by its remoteness
from the Russian mainland. The essence of thidsbthat cash compensation should aim at
equalising the difference in living stanida between the exclave and the mainfand.

A liberalisation approach can be employed by &taad in a variety of policies. One of them is
pursuing an economic integration of the exclave with the surrounding state along the lines of the
Busingen model. It was argued in chapter 1 thit approach was more readily applicable to
small and politically insignificant exclaves. Forléngrad, an appropriate policy would be to
pursue a regime of general economic opennéi$stiie outside world. The Hong Kong model

can be cited as the textbook example of a paditgeneral economic openness of the second
kind. In such a model, the orientation of arclame is focused outwards. Enclaves, just like
small states, cannot attain high levels afremmic development and economies of scale without
accepting profound levels of integration intbe international economic order. Export
orientation is the only viable policy in the longrm, with the sole alternative being costly
paternalistic policies of economic assistanediich makes an enclave dependent on the
mainland. The geographical position of an englats detachment from the mainland and its
proximity to foreign markets, especially the market of the surrounding state, dictate the
necessity of an outward economic orientation. An outward orientation actually makes the
economic development of an enclave more stable in the long run. On the one hand, economic
openness increases vulnerability by exposing thteaee to the outside world. Yet overall,
enclave-specific vulnerability actually decreasagge the enclave becomes less dependent on
the mainland for economic assistance. Morepissues of mainland—enclave communications
and transit through the surrounding state cease titigal for the enclave’s subsistence and
economic survival. Thus in general, the enel has much better chances for dynamic economic
growth.

Economic theory does not give a definite aaswbout the impact of integration on border
regions; it allows only vague conclusions to baver about the spatial effects of integration.
Depending on specific circumstances, border regioight benefit, lose or not be affected by
integration (Niebuhr & Stiller, 2002). Our cdosion for enclaves is different, however.
Economic integration — with the surroundirsgate or on a non-discriminatory basis — has
significant positive effects on all enclav@is outcome can be explained by the notion of
exclavity. Despite being located at the perighe typical border region is nevertheless well-
connected to other regions of the same state. It can profit from the economies of scale of the
internal market. An enclave, unlike a typical border region, faces the problems of detachment,
isolation, higher transportation costs and awelspecific vulnerability. There is a clear
necessity for an outward economic orientationeKkll, despite any increase in vulnerability to
market forces, overall enclave-specific vulrmlity actually decrease#\ reduced dependency

on the mainland and an end to communicatiod @ansport problems bring about growth and
improvements in living conditions.

Creating a dynamic, open economy in Kaliningrad in the stable framework of EU-Russian
relations is clearly the main challengenfronting Russia today in its policy towards
Kaliningrad. In all, bench-marking againsthet large enclaves and exclaves suggests that
Russia’s economic policy towards Kaliningrad should follow a more liberal approach.

2 Derived from Public Kaliningrad Radiavvw.news.okradio.r)y December 2005.
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Appendix I. Statistics

Table Al.1 Structure of grosslua-added (current prices; in %)

1999 2000 2001 2002 2003

Gross value-added in basis prices 100 100 100 100 100
including
Goods 48.3 56.7 51.8 45.6 42.1
in sectors
Industry 33.9 40.4 39.3 30.9 26.1
Agriculture 8.6 8.1 6.3 6.4 6.0
Forestry 0.3 0.3 0.3 0.3 0.3
Construction 4.9 7.3 5.3 7.4 9.0
Other 0.6 0.6 0.6 0.6 0.6
Services 51.7 43.3 48.2 54.4 58.0
including
Market services (excluding financial
intermediaries and foreign trade) 38.1 33.1 38.1 41.6 421
Transportation 9.0 8.1 8.0 9.6 9.2
Communication 25 25 3.0 3.7 2.4
Trade and catering 16.6 11.7 16.7 16.7 18.8
Data-processing 0.1 0.0 0.0 0.1 0.1
Real estate 2.1 25 2.1 3.4 3.7
Housing services 1.6 1.4 15 1.4 15
Communal services 2.4 2.8 2.3 2.3 2.0
Science and research 0.5 0.5 0.7 0.7 0.6
Health and social services 0.7 14 1.4 1.3 1.4
Education 0.7 0.6 0.8 0.7 0.7
Culture and art 0.2 0.2 0.2 0.2 0.1
Public sector 0.3 0.2 0.2 0.2 0.2
Non-market services 13.6 10.2 10.1 12.8 15.9
Housing 0.8 0.5 0.4 0.4 0.1
Science and research 0.0 0.0 0.1 0.1 0.1
Health and social services 2.0 1.7 1.8 2.4 1.9
Education 2.9 2.6 2.7 3.7 3.1
Culture and art 0.3 0.2 0.2 0.3 0.3
Public sector 7.5 5.1 4.8 5.8 10.2

Source KRCS, various years.
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Table Al.2 Structure of employment by sector, 1990-2004

1990 1995 2000 2003 2004
Employment (thousand persons)
Total 435.3 392.0 410.0 418.2 440.1
1. Agriculture 52.4 45.3 40.1 42.5 42.9
2. Manufacturing and ming 131.9 90.7 79.7 79.1 84.5
3. Construction 41.8 33.0 30.0 325 35.1
4. Services 209.2 223.0 260.2 264.1 277.6
including
Transportation and communiaat 38.3 33.1 30.3 33.4* 45.9
Tradeandcatering 39.2 47.8 81.3 72.4 71.9
Other services 131. 142.1 148.6 158.3 159.8
— Public sector 131 24.3 32.0 30.0 33.4
Structure by sector (%)
1. Agriculture 12.0 115 9.8 10.2 9.7
2. Manufacturing and ming 30.3 23.1 194 18.9 19.2
3. Construction 9.6 8.4 7.3 7.8 8.0
4. Services 48.0 56.8 63.5 63.2 63.1
including
Transportation and communiaat 8.8 8.4 7.4 8.0 104
Trade 9.0 12.2 19.8 17.3 16.3
Other services 30. 36.2 36.3 37.9 36.3
—Publicsector 3.0 6.2 7.8 7.2 7.6
* Data derived from KRCS (2004); KRCS (20@8pvides another figure for employment in
transport and communication in 2003: 39,900.
Source:KRCS, various years.
Table A1.3 Foreign investment by country (in $ thousand)
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Total 23,548 11,292 39,371 18,266 19,1424,563 47,748 56,239 61,867 75,281
Austria nd. nd 1,90 2,395 2100 2,269 720 90 2 -
Cyprus n.d. n.d n.d. 39 1,068 705 27,741 25,469 11,177 13,836
Estonia n.d. n.d. n.d. 3 454 170 881 212 14 426
Great Britain n.d. n.d. n.d. 5 1,283 1,125 n.d. n.d. 4,962 5,202
Germany 2,202 2,003 20,355 3,567 3,724 2,080 4,554 5936 4,348 1,975
Italy 410 567 293 138 64 64 66 40 n.d. n.d.
Latvia n.d. n.d. n.d. 47 129 52 19 1,002 96 220
Lithuania 68 548 985 4,783 40 104 251 238 5996 9,128
Norway n.d. n.d. n.d. n.d. 634 287 n.d. n.d. - 87
Poland 486 183 2,380 1,382 3,890 3,360 n.d. nd. 9,516 15,963
Sweden 2,181 2,545 738 122 n.d. 140 n.d. n.d. n.d. n.d.
us 39 63 57 398 618 3,095 195 2,619 7,984 771
Switzerland 2,114 6 6,740 4,819 488 n.d. 6,975 3,613 6,848 10,012
Virgin n.d. n.d. n.d. n.d. n.d. nd. 1,850 670 n.d. n.d.
Islands, UK

Source:KRCS (2002, 2004 and 2006).
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Table Al.4 Foreign trade dynamics B32005 (Customs Office methodology)

Year World — Kaliningrad
X+M X M
$mn % (X+M) $mn % (X+M) $mn % (X+M)
1998 1,428.1 100 297.5 20.8 1,130.6 79.2
1999 1,082.6 100 281.7 26.0 800.8 74.0
2000 1,238.1 100 430.7 34.8 807.3 65.2
2001 1,413.6 100 403.1 28.6 1,010.5 715
2002 1,987.0 100 408.5 20.6 1,578.5 79.4
2003 2,693.5 100 555.4 20.6 2,138.1 79.4
2004 4,096.2 100 1,089.4 26.6 3,006.8 73.4
2005 5,684.4 100 1,710.6 30.0 3,973.8 70.0
Note X = exports, M = imports, (X+M) = total foreign trade turnover
Source of primary dataNWCO (2001-06).
Table Al1.5 Key export goods, 1996-2003 (physical volumes)
1996 1997 1998 1999 2000 2001 2002 2003
Alcoholic beverages (thousand 1,769.9* 1,639.6 3,112 5,0284,314 7,122 8,116 3921
tonnes of 100% alcohol)
Oil (thousand tonnes) 710.7 864. 727.7 6921 7417 7356 7553 7713
Coke (thousand tonnes) 56.1 3.9 0.0 6.9 6.1 - - -
Peat (thousand tonnes) 18.2 22. 36.3 42.9 36.1 35.9 44.5 59.9
Inorganic chemistry products 226.6 195.4 242.6 - - - - -
(thousand tonnes)
Fertilisers (thousand tonnes) 305.0 240.2 484.2 3185 2252 226.4 1675 1015
Fish and crustaceans (thousand 132.0 109.9 65.4 - - - - -
tonnes)
Leather and tanning raw stock 15 14 1.2 1.0 1.2 0.7 0.9 0.8
(thousand tonnes)
Furs and fur raw stock 284 151 267
(thousand) 203 236 296 372 458
Timber (thousand tonnes) 89 95 8.2 23.6 28.7 33.5 31.9 47.6
Wood cellulose (thousand 72.5 63.2 55.9
tonnes) 68.2 97.5 92.6 93.7 108.3
Paper and paperboard 24.4 17.0 4.8 1.3 28.1 236 321 383
(thousand tonnes)
Ferrous metals and related 135.2 207.1 278.2 277.8 21.3 159.9 1429 127.2
products (thousand tonnes)
Non-ferrous metals and related 12.6 14.4 16.7 144 16.1 7.1 6.0 5.8

products (thousand tonnes)

* Measured in thousand dekalitres.
Source:KRCS (various years).
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Table A1.6 Import commodity structure accordinghree indicators (net weight, price/weight
ratio and price)

TN Sector Net weight Price/weight ratio Price
VED (thousand tonnes) ($/kg) ($ mn)
code
2003 2004 %o 2003 2004 %to 2003 2004 %o
2003 2003 2003
01-24 Food products  1,033.9 1,203.5 1164 58 0.64 110.6 600.1 772.5 128.4
and raw
materials
25-27 Fuel and 270.7 321.7 118.8 0.07 0.06 82.8 19.0 18.7 98.4
energy industry
Incl. Fuel 12.3 12.8 104.1 0.55 0.53 96.1 6.8 6.8 100.0
27
28-40 Petrochemical 114.1 164.1 143.8 1.50 3R 91.9 171.4 226.6 132.2
industry
41-43 Raw leather 0.6 0.8 133.3 30.67 283 94.2 18.4 23.1 125.5
and furs
44-49 Wood and 256.6 216.7 84.5 0.33 0 143.6 84.7 102.4 120.9
products
50-67 Clothes and 28.1 325 1157 4.05 20 106.1 113.7 139.8 123.0
footwear
71 Precious 6.6 11.1  168.2 140.6 1519 108.1 0.9 1.7 188.9
stones, 2 9
precious metals
and products,
tonnes
72-83  Ferrous and 116.3 165.8 142.6 1.31 24 95.2 151.8 206.0 135.7
non-ferrous
metals and
products
84-90 Machine- 266.4 3255 122.2 3.17 4.13 130.5 843.2 1,344. 159.4
building
production
68- Other products 156.5 206.7 132.1 0.86 8B 96.4 134.9 171.8 127.4
70,
91-97
Total 2,243.2 2,637.3 117.6 0.95 1.14 119.62,138. 3,006.8 140.
1 6

Source:NWCO (2005), p. 19.
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Table Al1.7 Trade partners with a total turnover over $20 mn, 2004 (in $ thousand)

Country’s code Country Exports Imports
Total 1,089,419.4 3,006,801.4
Including

040 Austria 2,796.8 39,434.8
032 Argentina 0 39,965.7
056 Belgium 18,908.1 57,103.9
076 Brazil 0 155,648.1
348 Hungary 1,614.9 20,167.5
276 Germanyranking1™) 213,469.9 637,564.8
208 Denmark 15,080.2 27,467.1
360 Indonesia 5,073.5 16,745.7
364 Iran 52,058.6 1,239.2
724 Spain 16,095.9 30,583.2
380 Italy 6,647.3 87,856.6
398 Kazakhstan 845.0 17,587.2
156 China 3,306.4 141,638.6
410 SouttKorea 476.3 170,954.3
428 Latvia 27,398.2 24,646.5
440 Lithuania(ranking3™) 69,837.0 243,130.4
478 Mauritania 195 33,681.7
458 Malaysia 3,483.7 46,310.7
528 Netherlands 102,457.0 109,842.3
578 Norway 69,214.9 9,175.7
616 Poland (ranking" 64,666.3 421,884.3
826 UK 3,490.1 57,508.7
840 us 8,561.4 92,146.0
764 Thailand 4.5 83,722.2
792 Turkey 1,521.5 29,799.9
246 Finland 12,035.6 28,174.7
250 France 231,203.9 65,460.4
203 CzechRepublic 6,513.3 32,215.5
752 Sweden 13,888.2 47,903.2
804 Ukraine 38,643.7 49,129.4
392 Japan 2,010.6 31,326.9
Country groups

10 CIS 48,794.5 68,649.5
20 OECD 818,518.3 2,038,034.7
21 EU 823,345.8 1,975,759.9
40 CEECs 176,412.5 775,904.2
50 APEC 50,137.0 632,155.3

Note:Belarus, although an important trade partfor Kaliningrad, is not treated diqitly in the table since it forms
the Customs Union with Russia. Belarughigs reflected in “unknown countries”.

Source NWCO (2005).
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Table Al1.8 Foreign trade turnover with Gaany, Poland and Lithuania, 1997-2005 (in $ mn),
Customs Office data

Year E)fports . Impprts '

Germany Lithuania Poland Germany Lithuania Poland
1997 36.8 30.0 101.2 291.1 194.9 203.6
1998 43.6 23.9 99.5 267.6 148.4 189.9
1999 39.7 16.1 95.2 304.8 61.5 114.3
2000 51.6 29.7 154.2 188.1 65.5 140.7
2001 46.3 314 125.3 222.5 82.0 156.1
2002 42.8 26.6 119.3 338.4 152.4 250.9
2003 83.0 37.2 43.9 435.2 201.7 343.2
2004 2135 69.8 64.7 637.6 243.1 421.9
2005 452.0 77.7 54.9 745.8 514.8 258.3

Source NWCO, various years.

Table A1.9 Kaliningrad regional trade with mainland Russia, 2000 (in $ mn)

TN VED code

Trade inflows Trade outflows
01-24 Food products and raw materials 89.1 340.8
27 Fuel and energy industry 185.2 13.2
28-35,37-40 Petrochemicaldustry 72.0 15
41-43 Raw leather and furs 0.1 1.0
44, 47, 48 Wood and products 34.4 18.6
72-81 Ferrous and non-ferrous metals and products 24.3 15
- Othersectors 63.8 55.6
- Whole 468.9 432.2

SourcesVinokurov (2002b); Samson, Lamande & Vinokurov (2004).



Appendix Il. Principal typology of enclaves
and exclaves

The following dichotomy of enclaves and exadavcombines the legal criterion at the higher
level with the geographical criterion at the lowerdle The first level of dichotomisation is legal
because territories are first divided into sovgmestates, international enclaves and sub-national
enclaves (Figure A2.1). We queed to the second level by looking at the criterion of the
practical (im)possibility of access. Initially, seabremarks are made on enclave states and sub-
national enclaves, with international enclavesbehe exclusive focus of investigation further
on.

Figure A2.1 The main typology of territatienclaves, exclaves and enclave states

[ Territorial enclaves ]

|
[ Enclaved sovereign states ] [International enclaves and exclave]s [Sub-national enclaves and exclav%s

1-1. Enclaved states ] 2-1. True enclaves ]

1-2. Semi-enclaved state]; 2-2. Coastal enclaves]

2-3. Mere exclaves

2-4. Pene-enclaves

I I I

]
]

The lists of former enclaves are naturally incéetg An attempt has been made, however, to be
as complete as possible in listing the enclaveseoftilid and fourth waves, that is, the enclaves
of the modern post-Westphalian and post-colowiatld of nation states, which remain at the
centre of the present investigation.

Enclave states

The data for population and territory given in the tables in this appendix are for the year 2003,
where the data was available. For the histogeaks, the tables employ data from the last years

of an enclave’s exister (if available). For example, 1996 data is used for Hong Kong and 1998
data is used for Macau. The list of present emdag as full as possible. The list of former
enclaves is large, although we would not profesemplete and would be glad to receive any
further relevant information. Furthermorepinions may differ in some disputable cases,
especially those of enclaves that haveeady ceased to exist amich. The following
abbreviations are used here and throughout the text: E — enclave and/or exclave, ES — enclave
state, M — mainland and S — surrounding state.

148 |
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Type 1-1: Enclave stat&his term refers to the classic form of a sovereign enclave state in

international law, which represents a state entirely enclosed within another state (Table A2.1
and Figures A2.2—-A2.3).

Table A2.1 Enclave states: Type 1-1

Enclave state Year Population Territory Surrounding state
(thousands) (km?)

The Kingdom of 1966 1,865.0 30,555.0 South Africa

Lesotho

San Marino 301 28.5 61.2 Italy

Vatican 1929 0.9 0.4 Italy

Source Author’s compilation.

Figure A2.2 Enclave state: Type 1-1 (ES — enclave  Figure A2.3 Lesotho and South Africa
state, S — surrounding state)

Semi-enclave states

Type 1-2: Semi-enclave staféhis term describes a soveyeistate surrounded by another state
on land but in possession of a coast (Table A2.2 and Figures A2.4-A2.5).

Table A2.2 Semi-enclave states: Type 1-2

Enclave Year Population Territory Surrounding state
(thousands) (km?)

Brunei 1984 365.3 5,570.0 Malaysia

Gambia 1965 1,546.8 11,300.0 Senegal

Monaco 1419 32.3 2.0 France

Source Author’s compilation.
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Figure A2.4 Sovereign semi-enclave state: Type Figure A2.5 Gambia and Senegal
1-2 (ES — enclave state, S — surrounding state)

True enclaves

Type 2-1: True enclaves (non-sovereign enclaves/exclafesjue enclave is a territory
separated from the principal part of the statethw®y territory of another state or states (Table
A2.3 and Figures A2.6—-A2.7).

Table A2.3 True enclavesdn-sovereign enclaves/exclaves)

Enclave Period Population  Territory M S
(thousands)  (km?)
Artzvashen 1991- (e jure - - Armenia Azerbaijan
unilaterally
annexed by
Azerbaijan
5 Azerbaijani in Armenia 1991— - 3.00; Azerbaijan Armenia
(Barkhudarly, Kiarky, 2 unilaterally 0.12
unnamed enclaves south of annexed by 4.00; 0.06
Tatly Upper Askipara) Armenia
Bashkend 1991—- - - Armenia Azerbaijan
unilaterally
annexed by
Azerbaijan

Baarle enclave complex
22 Baarle—Hertog 1198 2.2 2.34 Belgium Netherlands

8 Baarle—Nassau 0.13 0.15 Netherlands Belgium




Table A2.3, cont.
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Barak

Biisingen—am—Hochrhein

Campione
Chisamula and Likom Islands

Cooch Behar enclave complex
106 Indian enclaves

92 Bangladeshi enclaves

Dhekelia power station (2),
Ormidhia, & XylotymbotP

Dzhangail

Isla Martin Garcia

Jungholz (single point
connection)

Kairagach
Kalacha

Llivia

Madha

Nagorno—Karabakh

Nahwa
Sankovo—Medvezhye
Sarvaksoi (Sarvaki—bolo)

Sastavcy

Shakhimardan
Sokh
Vorukh

1991

1465-1770

Austrian (1661—
98 Swiss),
German from
1770 onwards

1512-
1953-

1713-

1960

1991-

19 century,
1973
agreement

1368 (border
treaty of 1844)
(annexed by
Germany in
1938-45)

1991-
1991-

1660 (1797—
1815)—

1969—-

1991—(198i8
facto)

1971-
1991-
1991-

1991—(?2001—
2002)

1991
1991
1991-

5 Vennbahn enclaves (Roetgen 1,922—

Roetgen Il, Mitzenich,
Ruizhof, Call family)

0.6

3.0
8.1

30.0

25.0

Twovillages

0.2

0(?)
1.2

200.0

<1

0.27

40.0
23-29.0

4(total)

7.6

1.7
18

69.7

49.7

2.0

7.0

<1
<1
12.8

75.0
4,400.0

few km?
4.5
8.0
4.0

236.0
97.0

Kyrgyzstan

Germany

Italy

Malawi

India

Bangladesh

Uzbekistan

Argentina

Austria

Tajikistan
Uzbekistan

Spain

Oman

Armenia

UAE
Russia
Tajikistan

Bosnia-
Herzegovina

Uzbekistan
Uzbekistan

Tajikistan

<10 (total) Germany

Uzbekistan

Switzerland

Switzerland

Mozambique

Bangladesh

India

Kyrgyzstan
Uruguay

Germany

Kyrgyzstan
Kyrgyzstan

France

UAE

Azerbaijan

Oman
Belarus
Uzbekistan

Serbia

Kyrgyzstan
Kyrgyzstan
Kyrgyzstan

Belgium
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Table A2.3, cont.

Presently non—existent

Comtat Venaissin and Avignon 1348-1791 - - Papalterritory ~ France
Darchen and others 1640s-1959 1-10.0? Bhutan China
(Tibet)
Dobta and Chumbi ?-1959 <1 - Sikkim China
(Tibet)
(Few) East Berlin in West 1945-1972, - - GDR FRG
Berlin 1988, 1990
French enclaves in India —-1949, 1950, 526.0 total, - France India
1954 incl. 293.0 (British
Pondicherry Empire until
1947)
Kowloon Walled City 1842-1993 0.7 (in 0.03 China Great
1898) Britain
50.0 (1980s) (Hong
Kong)
Mount Scopus 1949-67 - 1 Israel Jordania
(5) Portuguese enclaves in India ~ Mid™16 40.0 480.0 Portugal India
century—1954 (Dadra),
(1961) 7.4 (Nagar
Aveli)
Pogiry (Pogiriay) 1990-96 0.003 1.69 Lithuania Belarus
Saint Pierre et Miquelon 1763-1992 7 242 France Canada
S&o Joéo Baptista de Ajuda 1680-1960 Small  0.01 Portugal Dahomey,
garrison France,
Dahomey
(Benin)
(6) Schirgiswalde 1635-1845 3.0 5.0 Austria Sachsen
(Schirgis- (Schirgis-
walde) walde
(12) Steinstiicken, etc. 1945-1972, 0to 0.19 - FRG GDR
1988, 1990
Venneres (the®®Vennbahn 1922-58 5 - Germany Belgium
enclave) households (FRG)
Verenahof ?-1967 0.01 0.43 Germany Switzerland
(FRG)
West Berlin 1945-90 2,200.0 480.0 FRG GDR

¥ These two unnamed enclaves are situated 750m and 1,500m southwest of the Azeri town of Tatly respectively, on the west
bank of the river Akhum. These are plots of agricultural lahdpproximately 300 x 400m and 300 x 200m. They are likely

to have been unilaterally annexed by Armenia, as were the enclaves of Barkhudarly, Kiarky and Upper Askipara (Whyte,
2002, 2nd edition, addenda: 1).

®) Ormidhia and Xylotimbou represent two Cypriot villages eactosmded by territory of the British Sovereign Base Area

of Dhekelia. The Dhekelia Power Station is divided by a British road into two parts. The northern part is a true enclave,
whereas the southern part is located by the sea and thersfarg-anclave. Yet, having no territorial waters, it is thuly ful
surrounded by the British Sovereign Base on land and sea.

9 The enclave of Sastavci is situated south of the Riwer around the Bosnia-Herzegovina village of the same name.
Negotiations were underway in 2001-02 on realigning the boundary between Serbia and Bosnia-Herzegovina, including the
section at Sastavci. While Bosnia has proposed the creationaofidor to link itself to the enclave, Serbia has proposed

quite the opposite, namely archange of territory to give Serbia the entire southern bank of the Lim River.

Source Author’s compilation.
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Figure A2.6 True enclave: Type 2-1
(E — enclave, M — mainland,
S — surrounding state)

Coastal enclaves (semi-enclaves)

Figure A2 7 Llivia, Spain and France

Type 2-2. Semi-enclave& semi-enclave is a part of a stateclosed within the land territory of

another state, yet in possession of a sea border (that is, not fully surrounded). Enclaves of this

type are also called ‘coastal enclaves’. Btghms distinguish them from true enclaves as
possessing the availability of sea acqd@sble A2.4 and Figures A2.8—A2.9).

Table A2.4 Semi-enclaves/exclaves: Type 2-2

Enclaves Period Population Territory Mainland Surrounding
(thousands) (km?) state
Alaska 1867—- 643.8 1,056,383.0 us Canada
(with waters)
Ceuta (16681956 72.0 195 Spain Morocco
Erenkdy/Kokkina  1974— <1 - Turkey Cyprus
Gibraltar 1713- 28.0 6.5 Grefatitain Spain
Melilla (1497)1956 69.0 125 - -
Musandam 1969- 35.0 1,800.0 Oman UAE
Peninsula
Oecussi-Ambeno  1999- 50.0 27,000.0 East Timor Indonesia
(6) Spanish 1508- 0 or micro 0.15, 0.04, Spain Morocco
micro—enclaves 19" 0.01, 0.61
in Morocco century—
Temburong 1890- 9.0 1,306.0 Brunei Malaysia
(2) UK Sovereign 1960— 7.0 Cypriot 250.9 Great Britain Cyprus
Base Areas plus 7.8 UK (121.6+129.3)

(also type 2-3)
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Table A2.4, cont.
Presently non—existent

Colon 1903-50 - - Panama US Panama
Canal Zone
Gwadar 1784-1958 - 795.0 Oman Br. India,
Pakistan
since 1947
Hong Kong 1841-(1860, 6,803.1 1,102.2 Great Britain China
1898)1997
Ifni (Sidi Ifni) 1859-1969 - 1,502.0 Spain Morocco
Kwang—Chou— 1898-1949 >100 780.0 France China
Wan
Kwantung 1895-1945 >100 - Russlapan China
Macau (Aomen)  1557-1999 429.2 25.4 Portugal China
data 1998
Panama Canal 1903-99 44.2 (in 1,432.0 us Panama
Zone 1989), incl.
3.0 American
(Zonians)
Qingdao 1897-1945 >100 - Germany, China
Japan
Walvis Bay ?1978-94 46.0 1,124.0 S. Africa Namibia
Weihaiwei 1898-1930 >100 740.0 Gré&aitain China
Zadar (Zara) 1920-47 e - - Italy Croatia
facto 1944)

Source Author’s compilation.

Figure A2.8 Non-sovereign semi- Figure A2.9 Oecussi Ambeno, East Timor and
enclave/exclave (coastal enclave): Type 2-2 Indonesia
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Mere exclaves

Type 2-3: Mere exclavesA mere exclave is a non-sovereign region separated from the
mainland and surrounded by more than one stateigthet entity of this type is not an enclave)

(Table A2.5 and Figures A2.10-A2.13).

Table A2.5 Mere exclaves: Type 2-3*

Enclaves Period Population Territory (km %) Mainland Surrounding
(thousands) states
Cabinda 1885— 300.0 (butonly 7,283.0 Angola Zaire and
(Angolan  150-200.0 Congo
from within
1975) Cabinda)

Dubrovnik 1991- 122.9 1,782.0 Croatia Bosnia-
(data for Herzegovina,
Dubrovnik- Serbia-
Neretvaﬁ‘) Montenegro

Kaliningrad” 1990- 946.0 15,100.0 USSR, Russia Poland and

Lithuania

Nakhichevan 1991- 310.0 (in 5,500.0 Azerbaijan Iran,

1990); 8£00.0 Armenia,

(2000) Turkey

Strovilia® 1974— 0.02 - Cyprus Turkish-

Cypriot
administered
area, UK
Sovereign
Base Area

Former mere exclaves

East Pakistan 1947-71 67,400.0 (in 144,000.0 (incl. Pakistan India,

1970) 10.1 water) Fr. Indochina

East Prussia 1919-39 2,300.0 40,000.0 Germany Poland,

Lithuania

Syria 1958-61 - 185,180.0 UAE Turkey, Iraq,

Lebanon,

Israel, Jordan

* The Gaza Strip as well as non-contiguoustteres both in Gaza and in the West Bam& not covered by oumvestigation, sice
Palestine is formally not a state. Hdawhen Palestine becomes a state, Gazasuplplant Kaliningrad as the most populousren
exclave in existence with a population of over 1.3 mn.

¥ Data for Dubrovnik-Neretva; the Neum municipality of Bosafa Herzegovina makes the southern part of this county an
exclave, but the two entities are still connectétth the mainland via Croatian territorial waters.

® Technically, Kaliningrad is a mere exclaXet it is justified to view Kaliningrad as semi-enclave of the EU (as such gldmgs

to type 2-2), as a result of the EU’s enlargement in 2004. dppsoach would also be justified by the division of competences
within the EU: the issues stemming frdfaliningrad’s enclavity lie wthin the EU’s competenceh@ movement of people and
goods, transit and external trade).

9 Another case, this time of an exclave, is Strovilia, a smatigobf land that belongs to Cyprus. It is situated between ritishB
Sovereign Military Base and the Turkish part of the island.ifitleision of Strovilia in the main dichotomy as a pure enctdvgpe
2-3 would be questionable, howay because of the status of the British militaage, with which Stwilia borders on one sid The
military base does not represent territory under full British soyefeand, under internationalvia continues to be seen agart of
the territory of Cyprus. The Turks did notaupy the village in 1974 becsai they mistakenly assumed Strovilia to be a pathef
British base. Strovilia is a small village wit8 inhabitants, all of whom are Gre€kpriots. The existercof this factual eclave
caused a conflict in 2000, when Turkishg@pt troops established a checkpoint direon the British military base and thus
practically occupied the enclave. Limassol reacted by closing off land access toddkkiurkish-Cypribexclave that isisiated
inside Cyprus.

Source Author’s compilation.
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Figure A2.10 Mere exclave: Type 2-3, case 1JFigure A2.11 Nakhichevan (E), Azerbaijan (M),
mere exclave on land Armenia, Iran and Turkey (S)

Figure A2.12 Mere exclave: Type 2-3, case 2
mere exclave with sea connection to the
mainland

Figure A2.13 Kaliningrad region (E), Poland and
Lithuania (S)
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Pene-enclaves

Pene-enclaves appear, as a rule, in the mour{th@slps or the Pyrenees) or in other regions
that can be reached only with difficulty. Pemelaves are similar to other enclaves in their
characteristics and problems (Figure A2.14). Téason for considering them despite the fact
that they are not technically ‘real’ enclaves igttthey demonstrate similar problems and issues.
First, these entities are not true enclaves, ithathey are not completely separated from the
mainland. Furthermore, as far as practicalessare concerned (such as the movement of goods
and people), they are nothing but enclaves, asdhpybe reached only through the territory of a
surrounding state. There is one difference, howelee enclave status of a pene-enclave may
often be changed through the constructionaofmountain road or a tunnel, although at a
relatively high cost. This has happened in salveases, for instance, in Samnaun in 1908-12
(by virtue of a mountain road) and in Val d’Aran in 1947 (by a tunnel).

Figure A2.14 A pene-enclave

Kleinwalsertal, for example, is relatively larghaving 4,947 inhabitants (in 2003) and 96 km

of mountainous territory. A valley section of theshian Vorarlberg, it can only be reached by
road from Oberstdorf, Bavaria. The absence ajaa connection to Austria is the reason why
Kleinwalsertal has been excluded from Austrieisstoms territory since 1891. (Later on, the
enclave was included in Germany’s customsttawr, just as were Jungholz and Blsingen, the
‘true’ enclaves of Germany in Switzerland.) Kleinwalsertal is economically tied to the
surrounding state (Germany) and not to the mainland (Austria). The German Deutschmark was
used as a means of payment before the inttaduof the euro in 2002. The main economic
sector is tourism, which replaced agriculture. Large tourist flows arise from a very good
connection to Stuttgart. The enclavéistellerie has a capacity of 12,000 beds, while the
population numbers just 5,000.

Another example of a historical quasi-enclavéhm Alps is Samnaun, a Swiss village that could
initially only be reached through Austrianrrieory. Again, it was excluded from the Swiss
customs territory as early as 1892. The exemption was maintained even after a road was built to
the Engadine valley during the years 1907-12 argfillsvalid today, although there is now a
direct road to Switzerland. Interestingly enoutlig, inhabitants of Samnaun do not share any of
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the official languages of Switzerland; they do not sp8akweizerdeutschieut a Bavarian-
Tyrolean dialect of German instead.

Spanish Val d’Aran used to be unreachable figpain for several months of the year until
finally a tunnel was constructed through the main# in 1948. It represents a valley of 620.5
km? with a population of over 7,000. Administratively, Val d’Aran is a couctyn(arca in
north-western Catalonia. The complete, althotgmporary, isolation of the valley allowed
Spanish Republican guerrillas to control the drem the end of World War 1l for three years
until the opening of the tunnel in 1948.

Further pene-enclaves include the US NodkivAngle and Point Roberts, both bordering
Canada. The Lake of the Woods separates damkin Minnesota, known as the Northwest
Angle, from the rest of the US so that it da@ reached from the rest of the state only by
crossing the lake or going through Canada. PRotterts is a town in Washington state. Like
the Northwest Angle, it is on a peninsula in WSritory that is not connected to the US
mainland. Although Point Roberts would appeabéopart of Canada (which it borders), it is
actually part of the US because it is south of tH& g&allel, the official latitude defining the
Canada-US bordérThe pene-enclave assumed its present status in 1846. The peninsula
occupies 4.1 square miles (10.5%mPoint Roberts’s land connections to the US are through
Canadian territory although the territorial ters between the maimd and Point Roberts are
within US sovereignty. This connection isimportant, however, since adequate moorage
facilities are lacking on the Point, so this maafetransportation is hardly ever used. In the
second half of the f9century, the Point was a militargserve, but its military status was
quickly lost when the first settlers arrived. €lpeculiarity of Point Roberts’s location is its
proximity to the metropolitan area of Vancouver. It is only half an hour's drive away so the
pene-enclave lies within commuting distance frdowntown Vancouver. By comparison, it is
almost an hour’s drive to the nearest small t@mrthe mainland, Blaine, and even more (about
80 minutes) to a larger town, Bellingham (Minghi, 1962).

It is not necessary for a quasi-enclave to basgpd from the mainland by mountains or water
obstacles. An interesting historical case dertrates that long distances and an extremely harsh
climate can effectively make a territory a quasi-enclave. Before the construction of the Alaska
Highway in the 1940s, Yukon, being part of Canada, was reachable only by passing through
Alaska. All available routes (by foot throughethilkoot Pass, by boat up the Yukon river or

by the White Pass Railway (completed at the beginning of tlec@6tury), originated in the

US. Despite the fact that the Yukon was not separated from Canada by insurmountable
mountains or by other harsh obstacles, travelatsto take routes originating in the US for the
sake of survival. When Dr Kristian Edmonton set out from Edmonton (British Columbia) in
1897 to chart an all-Canadian route to the Yukon, he took 22 months to reach his destination
and almost died en route. Out of 775 men and women accompanied by 4,000 horses that had set
out via this route during the Gold Rush, onhO0Jtersons made it to the Klondike, and all the
pack animals died on the trail (Reid, 1992, p. 63).

Most pene-exclaves could be connected to timainlands at some expense by the construction
of special roads or tunnels. Samnaun ceased togmne-enclave when a road was built to the
Engadine valley at the beginning of thé"2fntury. Val d’Aran ceased to be a pene-enclave in
1948 owing to the construction of the tunoehnecting the valley to mainland Spain.

The list of existing pene-enclaves in Table A2.6a$ exhaustive. There are more of them, e.g.
in the area of Drumully, belonging to the Republic of Ireland, which are accessible by car only
from Northern Ireland. Another example is aitery in the north-western part of Togo, which

! For more information about Point Roberts, see http://exclave.info/current/ptroberts/ptroberts.html; for
great maps see also http://exclaveiafirrent/ptrobertsipoberts.html.
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is only accessible through Burkinage. The attribution of a peneatave status to a territory
may sometimes be disputed, depending on whetheotathe territory is considered practically
inaccessible from the mainland.

Table A2.6 Pene-enclaves

Enclaves Period Pop. Territory  Mainland Surrounding Remarks
(thsnds) (km?) state
Kleinwalsertal 14" 4.9 96.0 Austria Germany Can only be
century reached by road
from Germany
Northwest 1783- 0.2 318.8 us Canada Separated by the
Angle (land) lake
Livigno - - - Italy Switzerland  Accessible only via
Swiss routes in
winter
Point Roberts 1846— 1.2 10.5 us Canada Separated by sea
Os de Civis - - - Spain Andorra The Conflent
Mountain (2,150m)
prohibits direct
communication
with the mainland.
One has to take the
road through
Andorra.
Historical cases
Jestetten - - - Germany Switzerland Now connected to
Germany by a road
Samnaun -1912 0.3 - Switzerland  Austria Road built
(2003)
Val d’Aran —1948 7.1 620.5 Spain France Tunnélilt
(1996)
Canadian -1940s - - Canada us Land developed,
Yukon Alaska Highway
built

Source Author’s compilation.
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